| HARVARD 
BUSINESS 
REVIEW 





Time Deposits 
Silver—Its Status and Outlook 
Protective Committees for Security Holders 


The Securities Act of 1933 
and the British Companies Act 


VOLUME XII NUMBER 1 OCTOBER, 1934 PRICE $1.25 A COPY 





HARVARD BUSINESS REVIEW 





HARVARD 
BUSINESS REVIEW 


VOLUME XIII NUMBER |! 





OCTOBER, 1934 





irities Act of 1933 and the British Companies Act...GrorGe IE. BARNETT I 
p e Committees for Security Holders F. J. LisMan 19 
Yeposits _EvMerR HarTzeE. 33 
S Its Status and Outlook GEORGE ALBERT SMITH, JR. 44 
chological Aspect of Market Research Paut F. LAZaARSFELD 54 

e Weapons in Inter-industry Competition—Ojils and Fats 
GrorGces M. WEBER 72 

between the State and the Electric-power [ndustry in France 

PHILIPPE SCHWOB~ 82 


, Taxation, and Government Spending ALFRED G. BUEHLER 96 


tion of Appraisal Values by Index Numbers Henry W. SWEENEY 108 


S tific Routine for Stock Control R. H. Witson” 116 


PUBLISHED QUARTERLY 
GRADUATE SCHOOL OF BUSINESS ADMINISTRATION, HARVARD UNIVERSITY, AT 
212-220 YORK STREET, YORK, PENNSYLVANIA 
BY McGRAW-HILL BOOK COMPANY, INC., 330 WEST 42nd ST., NEW YORK CITY 
Raupu §&. Foss, Pudlishing Director 


cription terms: $5 a year; single copies, Copyright, 1934, Harvard University, Cambridge, 
tered as second class matter November Mass. Entered at Stationers’ Hall; copyrighted, 
the Post Office at York, Pa., under the 4934, in Great Britain. Printed in the United States 


h ae adtionalol: « ee : 
1 3, 1879. Address editorial correspond of Auesken: 
the Editor, Morgan Hall, Soldiers Field Sta ; : 
ton, Rfaconehuentes An index to the HARVARD BUSINESS REVIEW is pub- 
munications concerning advertising should lished annually with the July number. The contents 
1 to our offices in New York. Make are also indexed in the Reader’s Guide to Periodical 
able to McGraw-Hill Book Company, Inc. Literature, and The Industrial Aris Index. 


FROM THE CONTRACT BETWEEN HARVARD UNIVERSITY AND McGRAW-HILL 
BOOK COMPANY, INC. 


the Publisher will in each year pay to Harvard all net profits, if any, showr 


“Section § .. .« : ; 
Such net profits received by Harvard shall 


. . . to have been realized by the Publisher... 
be applied from time to time by the Dean of its Faculty of Business Administration for research 





WE DO OUR PaRT in some field of business.” 








HARVARD BUSINESS REVIEW 











b Pa 
eer fee ee ee 
aoe | 


cr 


The COPLEY-PLAZA 1s truly Boston 


and ‘Boston is truly New England 


the Copley-Plaza is known as Nev 
with th 


1 
» finest to be found 


flanked by Phillips Brooks’ famous 


mmonwealth Avenu 


y, with C 


e, 


s away—the Copley-Plaza is 


inden, Trafalgar S juare. 


ruly New England 


\RTH L. Race, Mar ing Director 


Phe COPLEY-PLAZA, BosTon 


[OUS ROOMS AND BATH AS LOW AS $4. A DA 








yf = THE // 
re - aly flewe 


i 


— 
c 


ager 


‘ 


, 
=> 




























OCTOBER 





Act of 1933, materially amended 

by Title II of the Securities 
Exchange Act of 1934, has given rise 
to an active controversy. In almost 
all the discussions, the likeness of parts 
of the Securities Act to the cognate 
provisions of the British Companies 
Act is incidentally considered. Grave 
differences of opinion are thus shown. 
On the one side, it is argued that these 
provisions of the American act are so 
much like those of the British act that 
they may be regarded as merely an 
adaptation of English law to American 
conditions. On the other side, it is 
argued that the American act contains 
departures of a radical kind.! These 
arguments, however, are so_ inter- 
mingled with other considerations that 
it seems desirable to set forth com- 
paratively the leading features of the 


, | ‘HE enactment of the Securities 


‘See, for example, Flexner, Bernard, “The Fight 
1 the Securities Act,” Atlantic Monthly, February, 
1934, pp. 232-250; and Seligman, Eustace, “Amend 
the Securities Act,” Atlantic Monthly, March, 1934, 
Pp. 370-381. 
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two acts in so far as they relate to the 
public offer and sale of an issue of 
securities.” 


General Comparisons 


The provisions here under considera- 
tion comprise only parts of the two 
acts. The American act in addition 
also restates and changes the law 
relating to other kinds of sales of secur- 
ities? and also contains provisions as 
to the fraudulent sale of securities,‘ 
in so far as these matters are subject 
to the legislative power of Congress 
under the interstate commerce clause. 
On the other hand, the English act 
corresponds largely to the general in- 
corporation laws of the American states 





2 The only paper which I have found dealing pri- 
marily with these differences is a brief summary by 
George E. Bates in the Bulletin of the Harvard Busi- 
ness School Alumni Association for November, 1933, 
pp. 31-33. For an earlier article on the British 
Act, see Hunt, Bishop C., “‘ Recent English Company 
Law Reform,” vill HARVARD BUSINESS REVIEW 2, 
January, 1930, p. 170. 

3 Sec. 12, 2. 

4 Sec. 17. 
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and contains provisions as to the forma- 
tion and management of joint-stock 


companies. The American act is thus 


an act for the general regulation of the 
interstate sale of securities, while the 


English act is primarily a general 
incorporation law into which certain 
provisions as to the public offer and 
sale of certain kinds of issues have been 
introduced. The present paper deals 
only with those portions of the two 
acts which regulate in a special way 
the public offer and sale of certain 
classes of security issues. 

The term ‘‘public”’ is not defined in 
either the English or the American act. 
Judicial construction of the term has 
been had in England; and in the 
United States, the Federal Trade Com- 
mission has begun the same task.® 
In general, the tests applied have been 
the number of persons to whom the 
offer is made and the form of the offer. 
A sale of securities by an issuer through 
the Stock Exchange has been held by 
an official of the Federal Trade Com- 
mission to be subject to the provisions 
of the act; that is, the security must 
first be registered. In England, sales 
by a joint-stock company through the 
Exchange, since they are not accom- 
panied by the issue of a prospectus, 
do not fall under the Companies Act. 

The English act regulates by special 
provisions “‘every prospectus issued 
by or on behalf of a company, or by or 
on behalf of any person who is or has 
been engaged or interested in the forma- 
tion of a company.” Also, by an 
amendment in 1928, the offering of 
shares in or debentures of any company 
incorporated outside Great Britain is 


‘ 


* The Commission is not given power to interpret 
the act, but its rulings will be influential with the 


courts. 
* Federal Trade Commission, Securities Act of 1933, 


Release 131. 


subjected to the same _ regulations, 
The issues of Chartered Companies 
are not subject to these provisions, 
An offer to existing members or debep. 
ture holders of a joint-stock company § 
of shares in or debentures of the com. 
pany is expressly exempted. The | 
American act is much wider in scope; 
the issues, not only of corporate per- 
sons, but also of natural persons, part- 
nerships, committees, and _ business 
trusts, are subject to the provisions of 
the act. Moreover, ‘“‘offer to sell” 
and “sale” are defined so broadly as to 
include exchanges of securities, such as 
voting trust certificates and exchanges 
in reorganization. But there are very 
considerable exemptions. The issues 
of charitable, educational and religious 
persons, governmental issues, insurance 
policies, securities of railroads and 
banking institutions, short-time paper, 
receivers’ and trustees’ certificates, in- 
trastate issues, and building and loan 
securities are exempt. The Commis- 
sion may exempt also classes of secur- 
ities where the aggregate amount of 
the issue is not more than $100,000. 
Since many of the classes of securities 
exempted under the American act are 
not covered by the English act, the 
securities brought under the provisions 
of the two acts are not greatly dissimi- 
lar. The more important differences 
may be summarized: (1) The British 
Companies Act does not include securi- 
ties issued by natural persons, partner- 
ships, committees and trusts. (2) The 
Securities Act covers what may be 
called “internal”? issues, the offer by 
the issuer to existing stockholders and 
bondholders of new securities for cash 
and the exchange of securities. Such 
exchanges are exempt, however, if 
approved at a hearing by any court or 
governmental authority, at which all 
parties shall have the right to appear, 
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or if no commission or other remunera- 
tion is paid for soliciting the exchange. 
The English act does not cover any of 
these classes of issues. (3) Under the 
American act, sales by “any person 
directly or indirectly controlling or 
controlled by an issuer, or any person 
under direct or indirect common con- 
trol with the issuer” through an 
“underwriter” are subject to the pro- 
visions of the act. This provision was 
designed to prevent indirect and con- 
cealed payment of underwriting com- 
missions and to bring under the act 
redistribution of securities originally 
issued to controlling persons.’ In Eng- 
land, apparently no evasion of this 
kind has attracted attention, and sales 
by ‘controlling persons” are not sub- 
ject to the British Companies Act. 
(4) Securities issued by foreign govern- 
ments or subdivisions are subject to 
the American act, but in England they 
do not fall under the regulations of the 
Companies Act. 



































Disclosure and Its Requirements 






The special provisions relating to the 
public sale of security issues in the 
English and American acts fall into two 
classes. In the first place, both acts 
provide that in such cases the issuer 
shall disclose certain facts. A mecha- 
nism for such disclosure is defined in 
order that a public record may be made 
) of the facts, and that as far as possible 
there may be assurance that the dis- 
} closure reached the buyers. In the 
» second place, both acts provide a civil 
liability for misrepresentations made 
under these circumstances which differs 
_ the liability under the common 
aw. 





















——__ 









” House Report, 73rd Congress, 1st Session, No. 85, 
p. 13. 
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The common law does not impose 
upon the seller an obligation to make 
any disclosure in a sale of securities. 
Naturally in the case of a new issue 
some disclosure is necessary in order to 
secure a purchaser. But the state- 
ments made are entirely within the 
discretion of the issuer. 

The first requirement of disclosure 
in England was contained in the Eng- 
lish Company Act of 1867 (sec. 38). 
It applied only to a prospectus for the 
sale of shares and required the dates 
and names of parties to every contract 
to be stated. The purpose of this 
provision was to give subscribers to 
shares notice of contracts into which 
the promoters of a company and the 
company had entered. The Depart- 
mental Committee of 1895 said of this 
provision: 

This section . .. is carelessly worded. 
It has been the occasion of much litigation 
and it does not effect the presumed object 
of those who framed it. According to the 
construction finally put upon it in the 
Court of Appeal it requires the date and 
names of parties to every material contract 
to be stated and “‘ material”’ is defined to be 
that which is calculated to affect the mind 
of a prudent investor in determining 
whether he will subscribe for shares. Sec- 
tion 38 is at once too wide and too narrow. 
It is so wide as to include contracts made 
in the ordinary course of business of a 
going concern. It is so narrow in its 
scope that it does not even require the 
contracts to be open for inspection by 
intending investors and it does not apply 
to an issue of debentures or debenture 
stock. Nor does it prohibit the waiver of 
its provisions. A clause of waiver is now 
very generally inserted in a prospectus 
though the validity of such a clause has not 
yet been the subject of decision.*® 


The Committee then considered 
whether to require “‘full disclosure”’ or 
the disclosure of certain specific facts. 





® Report of Departmental Committee on Joint 
Stock Companies, 1895, [C. 7799], p. xii. 
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If the question were res integra your 
Committee think it might be sufficient to 
enact a general clause making the validity 
of a contract to take shares in a joint stock 
company depend not only on the absence 
of misrepresentation, but on the disclosure 
of every material contract and circum- 
stance in the prospectus. A clause to that 
effect was proposed by a member of your 
Committee and very favorably received. 

. . Having regard to past legislation, 
however, your Committee have thought 
that it would occasion some disappointment 
if they did not recommend affirmatively 
that certain specific matters should also be 
disclosed in the prospectus. The uncer- 
tainty of what is “‘material” may also be 
thought to render such a general clause 
unfair to promoters, vendors and directors.® 


The solution finally reached by the 
Committee was to recommend a re- 
quirement that, in every prospectus 
inviting public subscription to shares 
or debentures, disclosure should be 
made as to certain specific matters, 
with the addition of a general clause as 
to contracts “‘in which they endeavored 
to retain the essential part of section 
38 without its defects.” In the draft 
of a bill which was submitted by the 
Committee, it was provided that the 
prospectus must make certain specific 
statements. The schedule of state- 
ments was designed primarily to elicit 
information as to the price which the 
company was paying for the properties 
it was acquiring, and as to promoters’ 
profits. ‘The Committee, however, was 
unable to restrain its predilection for 
some general form of statement which 
would require “full disclosure.” Ac- 
cordingly, the provision taken from the 
Act of 1867 was revamped to require: 
“The dates, parties and short purport 
or effect of every material contract 
material fact known to 
the company who 


and 
any 


every 
director of 


® [bid., p. xiii. 


is a party to the issue of the pro. 
spectus.... 7 It was also pro. 
vided: “‘For the purposes of this 
section every contract and fact js 
material which would influence the 
judgment of a prudent investor in 
determining whether he would sub. 


scribe for the shares or debentures & 


offered by the prospectus.””!! 

The bill was considered later by a 
Committee of the House of Lords, and 
the obligation of “‘full disclosure” was 
struck from the bill, as was the defini- 
tion of ‘‘material contract and fact.” 
As the act finally passed, it contained 
an obligation to make only certain 
specific disclosures. The form taken 
by the English Act of 1900 was decisive 
of its future character, and the most 
recent codification of 1929 retains in 
this respect the general form of its 
ancestor.!?. Important additions to the 
specific disclosures required were made 
in 1928. 

The American act follows the English 
act in requiring only specific disclos- 
ure,'® but the matters to be disclosed 
are more numerous than in the English 
act even as it stands after the amend- 
ments made in 1928. The additional 





10 [bid., p. 181. 

1 [bid., p. 182. 

12 Horace B. Samuel in a recently published book— 
Shareholders’ Money (London, 1933), pp. 44-53—has 
urged that the present specific requirements should 
be supplemented by a requirement of full disclosure. 
Mr. Samuel would extend liability to the payment of 
compensation for loss or damage sustained by reason 
of the non-disclosure of any material facts. 

13 The original House bill made the liability depend 
upon the making of untrue statements or omissions 
to state material facts. This would have required 
“full disclosure.” In his message to Congress rela- 
tive to the act, President Roosevelt said, “This 
proposal adds to the ancient rule of caveat emptor the 
further doctrine ‘let the seller also beware.’ It puts 
the burden of telling the whole truth on the seller.’ 
But the language of the bill was changed before its 
enactment so as to require only specific disclosure 
(Federal Trade Commission, Securities Act of 1933, 
Release No. 45). 
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requirements in the American act 
largely concern certain matters which 
have been much in the public mind in 
this country, such as the amount of the 
salaries of the officers and directors of 
issuers, and the names and addresses 
of persons owning more than 10% of 
any class of stock or more than 10% 


‘in the aggregate of the outstanding 


stock. Moreover certain requirements 
of the American act are far more ex- 
haustive than the corresponding pro- 
visions of the English act from which 
they have been taken. Notable illus- 
trations of this quality are the require- 
ments of a balance sheet and profit 
and loss statements in which the detail 
required is much greater, and the 
requirement for the disclosure of mate- 
rial contracts. 

The provisions for the disclosure of 
contracts will illustrate this difference 
between the English and American 
acts. In the British Companies Act 
the requirement runs as follows: 


The dates of and parties to every material 
contract, not being a contract entered into 
in the ordinary course of the business 
carried on or intended to be carried on by 
the company or a contract entered into 
more than two years before the date of 
issue of the prospectus and a reasonable 
time or place at which any such material 
contract or a copy thereof may be inspected. 


The last English Committee on the 
Companies Act took a large amount of 
testimony as to whether it would be 
desirable to require as part of the 
schedule a short statement of the 
purport or effect of every material 
contract.'4 This, as has been noted 
above, had been rejected by the Lords’ 
Committee in 1895. It was testified 
by eminent lawyers, among others, 


4 See, for example, Minutes of Evidence taken 
before the Departmental Committee, 1925, Qs.844, 
1040, 1148, 4696. 
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Justice Eve, that such a short state- 
ment would be extremely hazardous. 
The Committee, therefore, refrained 
from any recommendation, and the 
clause was left in the form in which it 
was Cast in 1895. 

The Securities Act provides that 
there shall be disclosed 


. . . dates of and parties to, and the general 
effect concisely stated of every material 
contract made, not in the ordinary course of 
business, which contract is to be executed 
in whole or in part at or after the filing 
of the registration statement or which 
contract has been made not more than two 
years before such filing. Any management 
contract or contract providing for special 
bonuses or profit-sharing arrangements and 
every material patent or contract for a 
material patent right, and every contract 
by or with a public utility company or an 
affiliate thereof, providing for the giving 
or receiving of technical or financial advice 
or service (if such contract may involve 
a charge to any party thereto at a rate in 
excess of $2,500 per year in cash or securi- 
ties or anything else of value), shall be 
deemed a material contract. 


Obviously, the American act imposes 
obligations of disclosure in this par- 
ticular which are wider and more 
stringent than those of the English act. 

Criticism has been made that the 
information which must be furnished 
under the American act is so volu- 
minous that the ordinary investor is 
likely to give up in despair before the 
bulk of the prospectus. This objec- 
tion, which has frequently been made 
also in England,'® does not appear to 
have much validity. While it is true 
that private investors of limited intelli- 
gence or knowledge will not be likely 





15 It is interesting to note that the English Com- 
mittee of 1895 (ordinarily referred to as Lord Davey’s 
Committee) said, with reference to the very modest 
schedule of disclosures suggested by them: “Your 
Committee, however, do not conceal from themselves 
that there is danger of overloading the prospectus.” 
(Report, p. xiii.) 
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to profit very much by such detailed 
statements, it is also true that a large 
part of investment is done by savings 
banks, commercial banks, trust com- 
panies, insurance companies, and in- 
vestment counsel, whose officers are 
able to digest and use to advantage the 
information furnished. For most se- 
curities, it is this expert opinion which 
molds the attitude of the markets. 
The proper grounds for criticism of 
elaborate provisions for disclosure ap- 
pear to be that the information gener- 
ally would not affect the mind of a 
prudent investor,’* or that it could not 
be furnished with accuracy, or that the 
disclosure would reveal legitimate busi- 
ness secrets. 


The Mechanism of Disclosure 


In England, the disclosure is effected 
through the prospectus, which is de- 
fined as “‘any prospectus, notice, cir- 
cular, advertisement or other invitation 


offering to the public for subscription 
or purchase any shares or debentures of 


a company.” A copy of the prospec- 
tus must be delivered to the Registrar 
of Companies on or before the date of 
publication. The only duty of the 
Registrar in connection with the pro- 
spectus is to assure himself that it is 
dated and signed as required. He has 
no authority to refuse to accept the 
prospectus because it does not contain 
the disclosures required by the act. 
The issue of a prospectus which has 
not been filed is punishable by a fine. 
It has frequently been the case that a 
prospectus has been issued which did 
not contain the disclosure of certain 
matters required by the act to be 
included. The Committee of 1925 
heard a considerable amount of testi- 


16 See below, p. 18. 
7 Companies Act, 1929, sec. 380. 


mony concerning this practice." |; 
was urged that if there was any mate. 
rial omission in a prospectus the buyer § 
should be given a right of rescission." | 
The same Committee also heard testi. 
mony as to the practice of issuing 
so-called “‘abridged prospectuses,” that 
is, prospectuses in brief form with ; 
statement that a full prospectus could 7 
be obtained on demand. To meet? 
these evasions an amendment to the) 
act was passed which forbids the issue | 
of any form of application for share; / 
in or debentures of a company unles 7 
the form is issued with a prospectus 
which complies with the requirements, 7 
A person acting in contravention of this 7 
provision is liable to a fine not exceed- 7 
ing £500.” = 

Under the American act the mecha- 7 
nism of disclosure is far more elaborate, | 
and important administrative duties in | 
connection therewith, originally placed © 
upon the Federal Trade Commission, § 
are now transferred to the Securities 
and Exchange Commission. The re- 
quired disclosures must be made ina 
“‘registration statement,” which is to 
be filed with the Commission. The 
Commission has power to prescribe the 
form of the registration statement. 
It may provide that documents or 
information required by the act for any 
class of issuers may be omitted, if the 
information is inapplicable to that 
class. It may by rules require addi- 
tional information and documents. In 
accordance with these provisions, the 


% A member of the Company Law Amendment 
Committee of 1918, A. S. Comyns-Carr, strongly 
urged in a dissenting report that the law should be 
amended so that no prospectus should be issued unt. 
the Registrar was satisfied that it contained the 
required disclosures (Report [Cd. 9318] p. 14). 

1 Minutes of Evidence, Departmental Committee 
on Companies Act, 1925, Qs. 1165 and 1172. 

2 Company Law Amendment Committee, Report 
pp. 16-17; Companies Act, 1929, sec. 35 (3). 
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(3). 


Commission has prepared forms for 
various kinds of securities. 

A registration statement does not 
become effective for twenty days. 
During this period the Commission 
may issue a “stop order,” if it appears 
that the statement is ‘“‘on its face 
incomplete or inaccurate in any mate- 
rial respect” or includes any “‘untrue 
statement.”’*! The power of the Com- 
mission to issue “stop orders” should 











| prevent the issue of “incomplete” and 





“abridged” prospectuses. The Com- 
mission has issued a considerable num- 
ber of “stop orders,” but it appears 
likely that the need for such orders will 
diminish as acquaintance with the act 
increases. 

The registration statement is not, 
however, the medium through which 
the disclosure reaches the public. In 
this country, as in England, this is 
through a prospectus. ‘The prospectus 
is based on the registration statement, 
and here again the power of the Com- 
mission is large. It may by general 
rule allow any of the required state- 
ments to be omitted from the pro- 
spectus. The Commission may require 
by rules other information to be in- 
cluded. It may in general regulate the 
form and contents of prospectuses 
according toclasses. ‘The Commission, 
accordingly, has adopted rules and 
regulations governing prospectuses. 
The possibility of variance between 
the registration statement and the 
prospectus is present in the law. The 
civil liability, however, is for the 
registration statement. In general, the 
critics of the American act have re- 

























—_—— 






* For the sake of brevity the term “untrue state- 
ment” where reference hereafter is made to the 
American act is used as meaning “untrue statement 
of a material fact, or omission to state a material fact 
required to be stated therein or necessary to make the 
statements therein not misleading.” 
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garded favorably the administrative 
powers given to the Commission with 
reference to the transformation of the 
registration statement into a prospec- 
tus, although there are some who regard 
the English system as preferable.” 

Criminal penalties are imposed by 
the American act for a sale of “‘un- 
registered”’ securities in cases where a 
registration statement is_ required. 
Moreover, for a period of twelve 
months it is unlawful for an under- 
writer or a dealer to transmit a “‘regis- 
tered” security unless accompanied or 
preceded by the prospectus. The pur- 
pose of this provision is, of course, to 
bring to the attention of the buyer the 
statements made by the issuer. ‘This 
provision is analogous to the provision 
in the English act which forbids the 
issue of any form of application for 
shares or debentures unless the form 
is issued with the prospectus. 

Civil Liability 

Before entering upon a statement of 
the differences between the English 
and American acts with respect to the 
civil liability which may arise for 
untrue statements in the public sale 
of an issue of securities, it will be neces- 
sary briefly to outline the forms of 
civil liability which existed under the 
common law before the passage of these 
acts." The English act, as will be 
seen, follows much more closely the 
lines of the common law. 

Under that law, a buyer of a security 
might sue the seller in an action for 





22See Report of the Special Committee of the 
American Bar Association, p. 19. For a large view 
of the possibilities of administration in connection 
with the act, see Rodell, F., “Regulation of Securi- 
ties by the Federal Trade Commission,” Yale Law 
Journal, December, 1933, pp. 272-280. 

23 For an elaborate review of the common law 
applicable to sales of securities, see Shulman, Harry, 
“Civil Liability and the Securities Act,” Yale Law 
Journal, December, 1933, pp. 227-253. 
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rescission. In essence, the buyer of- 
fered the return of the security and 
asked that the contract of purchase be 
rescinded. This form of action was 
equitable in origin. It was necessary 
to show material misrepresentation and 
that the buyer had relied on the repre- 
sentation. The buyer must _ act 
promptly, and he must not do anything 
which might be taken as a ratification 
of the sale. The remedy is not appli- 
cable to executed contracts unless the 
misstatement is fraudulent, or is of a 
fundamental nature going to the root 
of the matter. ‘The action for rescis- 
sion, therefore, has been chiefly em- 
ployed in England in cases where the 
payment for the security has not been 
completed. 

In England, the right of rescission 
against a joint-stock company remains 
unaltered by statutory innovation ex- 
cept in two particulars. Since the 
enactment of the Companies Act of 
1862, the right to repudiate shares 
cannot be exercised by a shareholder 
after the commencement of the winding 
up of the company. It has been pro- 
vided since 1900, however, that unless 
the minimum amount specified by the 
prospectus has been raised, an allot- 
ment shall be voidable on application 
even if the company is in course of 
being wound up. 

The point of view of the English 
committees appointed to examine into 
the workings of the Companies Act 
has been that any extension of the right 
of rescission against the company would 
interfere with other intervening rights. 
It was suggested by a witness before 
the Departmental Committee of 1925 
that the right of rescission should be 
given to buyers of securities where the 
prospectus omitted the required infor- 
mation, the following colloquy 
ensued: 


and 


1168. (Mr. Harold Brown): Only if jt 
arises very soon after. If it arises a year 
afterwards, there will be all sorts of inter. 
vening rights and privileges. That is 
position that has to be considered in regard 
to this recission. 

1169. (Chairman): Sometimes it is not 
discovered until after the winding up and 
then it is too late. 

(Mr. Harold Brown): It might be dis- 
covered a year afterwards when the con- 
pany has incurred all sorts of obligations 
on the faith of the capital. 

(Chairman): This is really with a view of 
suggesting that any such right should have 
a time limit put on it. 

(Mr. Harold Brown): It is only empha- 
sizing the danger of extending the statutory 
right of rescission, and then you get the 
intervening rights of third parties. 


The action for rescission has also 
been available in the United States. 
In outline it is much the same as in 
England, but the distinction between 
executory and executed contracts has 
not ordinarily been drawn in _ the 
American decisions. The remedy has 
been rarely used in this country in 
sales of securities, since the seller of 
securities is not usually the issuer but 
an intermediary who has bought the 
securities for distribution. ‘The state- 
ments which accompany the sale ordi- 
narily are statements made by the 
issuer for which the seller assumes no 
legal liability.*4 

The other form of action available 
at common law to the buyer of securi- 
ties where an untrue statement had 
been made was the action of deceit 
against the directors or other persons 
responsible for the statement. In such 
an action, the statements must not 
merely be untrue, but fraudulent. ‘The 
action was for the damages the buyer 
had suffered from the misrepresenta- 
tion. In England, the chief modifica- 
tion effected in the law relating t 


34 See below, p. 13. 
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the public sale of an issue, apart from 
the requirements relating to disclosure, 
has been the changes made in the 
nature of the misrepresentations which 
would warrant an action of deceit 
against directors and promoters.*® In 
the United States, the common law 
action of deceit has been to some extent 
modified in certain jurisdictions by 
decisions which widened the interpreta- 
tion of “fraudulent”? statements, so 
as to include statements made without 
reasonable ground for belief. 

The Securities Act to a very con- 
siderable extent assimilates the two 
actions into a single body of law. In 
any comparison of the two acts, there- 
fore, account must constantly be taken 
of the fact that the civil liability of a 
company for a publicly sold issue in 
England is regulated by the common 
law and not by the Companies Act, 
while the Securities Act regulates the 
civil liabilities both of issuers and of 
other persons. 


Nature of Misrepresentations for Which 
Persons May Be Civilly Liable 


The basis of liability at the common 
law both in actions of rescission and of 
deceit was ‘‘material misrepresenta- 
tion.” Under the Companies Act the 
civil liability of directors and promoters 
is prima facie for “‘an untrue state- 
ment” in a prospectus. While the 
Directors’ Liability Act of 1890 was 
under consideration, it was argued that 
the meaning of the word “untrue” 
should be amplified by the addition 
of the words “‘or misleading” and the 
bill passed the House of Commons in 
that form. In the House of Lords the 
words “for misleading” were struck 
out. It is proverbially difficult to 
define “truth,” and the legislature in 


*® See below, p. 10. 
” Samuel, op. cit., p. 27. 


England has left the courts to grapple 
with the problem. Under the Ameri- 
can act the liability of an issuer, and the 
prima facie liability of other persons, 
is for “‘an untrue statement of a mate- 
rial fact” or the omission “‘to state a 
material fact required to be stated 
therein or necessary to make the state- 
ments therein not misleading.” The 
English courts have held that “‘untrue 
statements”” must be “material” in 
order to afford ground for a suit, and 
it is hardly likely, under the system of 
administrative supervision set up by 
the American act, that a registration 
statement will omit any material fact 
required to be stated. But the last 
part of the definition—omission “‘of a 
material fact necessary to make the 
statements therein not misleading’”’— 
has given rise to an active controversy. 
It has been held by an official of the 
Commission that the omissions indi- 
cated are only those which make specific 
statements required in the registration 
statement untrue, and that no obliga- 
tion of ‘“‘full disclosure” is imposed 
by this part of the definition.” The 
English courts have held that omissions 
may make statements “untrue.” 
Whether the interpretation of this part 
of the American act will materially 
extend the meaning of “‘untrue state- 
ment” as interpreted in the English 
decisions is uncertain. A committee 
of the American Bar Association has 
recommended, however, that the clause 
should be eliminated. 


Defenses of an Untrue Statement 


Under the common law, in an action 
for rescission it was necessary to show 





7 Federal Trade Commission, Securities Act of 
1933, Release No. 45, p. 3. 

% It has been held in England that omission to 
make a required statement is not a ground for liability 
unless the omission is of such a character as to make 
what is stated untrue.—IJn re Wimbledon Olympia, 
Limited (1910) 1 Ch. §73. 
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only that the statement made by the 
seller was a material misrepresentation. 
Even if he had reasonable ground to 
believe it to be true, the courts would, 
if other conditions were met, give 
relief to the buyer. In the Securities 
Act this principle of the common law 
is preserved. An “issuer” is liable for 
“‘a material untrue statement” no 
matter what ground he had for believ- 
ing it or how honestly he may have 
believed it. 

In an action of deceit, as the law 
originally stood, it was necessary for 
buyers of securities in order to recover 
damages from directors and promoters 
to show not merely that misrepresenta- 
tion was made, but that there was 
actual fraud. The defendant must 
have made an untrue statement, of 
whose falsity he was fully cognizant, 
or without believing it to be true or as 
to which he was indifferent whether 
it was true or false. In the well-known 
English case of Derry v. Peek, it was 
held that the absence of reasonable 
ground for belief did not necessarily 
make an untrue statement fraudulent. 
This decision led to the enactment of 
the Directors’ Liability Act of 18g0, 
which substantially altered the law in 
so far as the public sale of the stock of 
joint-stock companies was concerned. 
This act made a director or promoter 
liable for an untrue statement in a 
prospectus unless he could maintain 
certain defenses. As regards an untrue 
statement not made on the authority 
of an expert (accountants, etc.) or an 
official, he must show that he had 
‘“‘reasonable ground to believe and did 
believe” the statement to be true. 
If the statement purported to be made 
on the authority of an official or expert, 
he must show that the statement 
“fairly represented the statement” of 
the expert or official or was a correct 





and fair copy of the report or document. 
But he would even then be liable for 
the untrue statement of an expert if it 
could be shown that he had “no reason- 
able ground to believe that the person 
making any such statement . . . was 
competent to make it.” 

In a general way the American act 
follows the English act in admitting 
certain defenses on the part of direc- 
tors.2 The authors of the act at 
several points, however, have sought to 
impose a larger responsibility. As to 
statements not purporting to be made 
on the authority of an expert, an 
American director must show not 
merely that he “‘had reasonable ground 
to believe and did believe” the untrue 
statement to be true, but that he had 
“‘after reasonable investigation, reason- 
able ground to believe and did believe.” 
The burden of proof in the English 
act is on the plaintiff to show that the 
director had no reasonable ground to 
believe an expert competent, while 
under the Securities Act the com- 
petency of experts is merged into a 
larger question. As the act was orig- 
inally drawn, a director was responsible 
for a report of an expert included in a 
registration statement unless he could 
show that he “‘had reasonable ground 


to believe and did believe ... that 
the statements therein were true.” 
This was amended in 1934, and a 


director is now liable unless he can 
show that he had “no reasonable 
ground to believe that the statements 
therein were untrue.” 

In order still further to strengthen 
the conception of ‘‘reasonable ground 
to believe after reasonable investiga- 





® In order to avoid prolixity, the word “directors” 
is used here and hereafter in the paper to cover all 
the persons made liable in the American act except 
issuers. The classes of persons made liable under the 


two acts are discussed below. 
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tion’”’®® the American act as originally 
passed provided that the standard of 
reasonableness should be “‘that re- 
quired of a person occupying a fiduciary 
relationship.” This definition has been 
replaced in 1934 by a definition of the 
required standard of reasonableness as 
“that required of a prudent man in 
the management of his own property.” 

From the foregoing, it is clear that 
those who formulated the American 
act intended to establish a _ higher 
standard of care for directors than that 
imposed by the English act. Despite 
the amendments the standard required 
is still higher so far as words go. How 
far these higher standards will be 
realized in verdicts will depend on 
juries and judges. It is probable that 
in this matter as in others where moral 
judgments are involved, everyday con- 
ceptions of what is right will mold the 
actual law more than will words and 
phrases. 


Persons Liable 


The Companies Act, as has been 
said, did not change in any way the 
liability of the company at common 
law. The persons whose liability is 
dealt with in the Companies Act are 
the directors, the promoters, and every 
person who has authorized the issue 
of the prospectus. The American act 
sets up a statutory liability for (1) 
the issuer; (2) every person who signed 
the registration statement, 1.¢., the 
principal executive officer or officers of 
the issuer, the principal financial officer, 
the comptroller or principal accounting 
officer, and the directors, or in the case 


® The Directors’ Liability Act of 1890, as it passed 
the House of Commons, allowed directors to escape 
liability if they had reasonable ground to believe in 
the statements “after reasonable inquiry and exami- 
nation into their truth and into the competence of 
the experts.” These words were struck out in the 
House of Lords.—Samuel, Op. cit., p. 26. 


of a partnership, the partners; (3) every 
accountant, engineer or appraiser, who 
has with his consent been named as 
having prepared or certified any part of 
the registration statement; (4) every 
underwriter; and (5) controlling per- 
sons ‘‘who by or through stock owner- 
ship, agency or otherwise or who pur- 
suant to or in connection with an 
agreement or understanding with one 
or more persons by or through stock 
ownership, agency or otherwise controls 
any person liable.’’*! 

Under the act, these persons form a 
group except that the liability of experts 
is limited to their own reports. ‘The 
act makes “‘all or any one or more of 
these persons jointly and severally 
liable.” Each person is thus made 
potentially liable for the entire issue.*? | 
But ‘‘every person who becomes liable 
to make any payment under this sec- 
tion may recover contribution as in 
cases of contract from any person, who, 
if sued separately would have been 
liable to make the same payment, 
unless the person who became liable 
was, and the other was not guilty of 
fraudulent misrepresentation.”** ‘This 
provision is borrowed from a similar 
provision in the Companies Act but 
there applies only to directors. 

Five classes of persons are thus made 
statutorily liable under the American 
act, whose liability, if any, is left in 
England to the common law: issuers, 
experts, officers, underwriters, and con- 
trolling persons. The English act seeks 
to place responsibility on the origi- 
nators of the issue, directors and pro- 
moters, while the American act makes 
other classes of persons liable who may 
be regarded as the agents of the orig- 





31 Sec. 15. 

32 For a limitation of the liability of underwriters, 
see below, p. 14. 

33 Sec. 11, f. 
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inators, officers and experts. It also 
places liability on those who controi 
the issuer, as well as those who market 
the security for profit. 

So much attention has been given in 
public discussion to the position of 
directors under the American act that 
sufficient stress has not been laid on 
the change made by the act in the 
liability of issuers. In England the 
issuer is protected, as has been noted 
above, by the limitations on the action 
for rescission. In the United States 
he has been shielded also by the indirect 
method of marketing securities. ‘The 
American act wipes out all these limita- 
tions, and makes the issuer responsible 
to the buyer of his securities. Since 
the issuer has no defense against proof 
of a material untrue statement, it may 
reasonably be expected that except 
in cases where the issuer is bankrupt 
the greater part of the suits brought 
under the American act will be against 
him. 

The extension of a statutory liability 
to accountants has excited much appre- 
hension in the profession. It has been 
argued that many of the statements in 
an accountant’s report can hardly be 
said to be true in the sense in which 
that term is used in ordinary speech.** 
A form of certification by accountants 
for reports used in a registration state- 
ment has been adopted by the Com- 
mission which meets this criticism. 
The accountant certifies his report as 
“fairly reflecting the application of 
accepted accounting practice to the 
facts disclosed by our investigation.’”’*5 
It has been urged also that the lia- 


34 See, for example, an address by Commissioner 
James M. Landis before the New York State Society 
of Certified Public Accountants and the discussion 
ensuing (Bulletin of the Society, January, 1934). 

36 Federal Trade Commission, Securities Act of 
1933, Release No. 48. 
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bility for an innocent error, perhaps 
not large but sufficient to be material, 
is disproportionate to the remuneration 
paid for such work. 

The argument for making “control- 
ling persons” liable is chiefly based on 
the impossibility otherwise of bringing 
holding companies into responsibility, 
and of preventing the use of dummies. 
The objections have been of two kinds, 
In the first place, it is said that the 
definition is worded so broadly that 
it may make ‘“‘a stockholder who is 
represented by a director liable for 
any liability incurred by the director.” 
The other objection to the provision 
was that it made the controlling person 
responsible, even though he were en- 
tirely unaware of the facts. These 
objections have been met in part by an 
amendment in the Securities Exchange 
Act of 1934, by which the controlling 
person is freed from liability if he “‘had 
no knowledge of or reasonable grounds 
to believe the existence of the facts by 
reason of which the liability of the 
controlled person is alleged to exist.” 

The inclusion of underwriters as 
persons liable presents not merely a 
new departure in legal responsibility, 
but also a serious economic problem.” 
The definition of ‘‘underwriter” in 
the act is broad enough to cover both 
purchasing syndicates and underwriting 
syndicates. A person whose interest 
in the issue is limited to a commission 
from an underwriter or dealer not in 
excess of the usual and customary 
distributor’s or seller’s commission is 
not an underwriter. In England, 
underwriters, as such, are not liable 





% Report of Committee of the American Bar 
Association, pp. 14 and Is. 

37 For an elaborate and valuable critical analysis 
of this feature of the act, see Douglas, William 0., 
and Bates, George E., “Some Effects of the Securities 
Act upon Investment Banking,” University of Chicago 
Law Review, November, 1933, pp. 283-306. 
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for a misrepresentation in the pros- 
pectus.** Their inclusion in the Ameri- 
can act is due to the great differences 
‘n the two countries in the methods of 
marketing securities. 

In the United States, it is the usual 
practice for a corporation which desires 
to sell bonds to market them through a 
syndicate, frequently very large, of 
investment bankers, who buy from the 
corporation and sell to the public, the 
profit or loss being divided among the 
members of the syndicate. In the sale of 
stocks and convertible bonds, on ac- 
count partly of the presumptive right of 
stockholders, it is usual to form an 
underwriting syndicate, which agrees 
to take at a fixed price the securities 
not sold to the stockholders or the 
public. In England the purchasing 
syndicate is rare, except for securities of 
foreign governments, but underwriting 
syndicates are commonly formed. 

In the United States, as has been 
said, the interposition of purchasing 
syndicates between the issuer and the 
buyer left the buyer of new securities 
under the common law almost without 
remedy. The corporation did not sell 
its bonds to the public and therefore 
was not liable in rescission for an un- 
true statement, except to the syndicate. 
The syndicate made its offer to the 
public on the basis of information 
received from the issuer, and it usually 
guarded itself against liability by ex- 
plicitly stating that it did not guarantee 
the truth of the statements. In the 
sale of stocks to stockholders, the stock- 
holder bought directly from the cor- 
poration, but in such cases it was not 
usual to issue a prospectus. 

In England, the usual method of 
distributing securities is for the com- 
_ ™ Promoters are not specifically included as liable 
in the American act, but many promoters will fall 
under the broad definition of underwriter. 


pany to issue a prospectus, to which 
subscriptions are received at one of the 
great banks and its branches. The 
buyer of a new issue subject to the 
provisions of the Companies Act buys 
ordinarily directly from the company, 
against which for an untrue statement 
he may bring an action in rescission 
under appropriate conditions, or against 
whose directors and promoters he may 
bring an action for damages. 

The differences in the methods of 
marketing securities between the United 
States and England are of long standing 
and probably grow in part, if not 
entirely, out of the greater area of the 
United States. It has been argued by 
many writers that distribution through 
syndicates is more economical than 
direct selling or selling by commission. 
There are to be found in some English 
writers praises of the American system 
of distributing securities. On the other 
hand, high-pressure salesmanship has 
been one of the outcomes of the 
American system. 

Obviously, some new alignment of 
responsibility was necessary in the 
United States if the buyers of securities 
at public offering were to have any 
real protection. ‘The line taken in the 
act was not only to impose on the issuer 
a statutory liability but also to make 
every participant in an underwriting 
syndicate responsible for any untrue 
statement in the registration statement. 
A small participant in an underwriting 
syndicate is thus made liable for state- 
ments which he can ordinarily have 
little opportunity to verify. It has 
been suggested that the burden of 
responsibility on the smaller under- 
writer will not be so heavy as is sup- 
posed since “the type of investigation 
which can reasonably be demanded of 
the sponsoring or principal underwriters 
is one thing; that which the Act requires 
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of the small participating underwriter 
in order that he shall satisfy the require- 
ments is another thing.”’* 

In an amendment recently made to 
the Securities Act an attempt was 
made to alleviate the position of the 
small underwriter by restricting his 
liability. In place of a potential liabil- 
ity for the entire issue imposed by the 
original act, the liability of an under- 
writer, unless he has received some 
benefit from the issuer in which all 
other underwriters similarly situated 
did not share proportionately, is re- 
stricted to the total price at which 
the securities underwritten by him and 
distributed to the public were offered 
to the public. This amendment is not 
likely to be very helpful, since the 
liability remains large. What was 
really needed was an amendment de- 
fining the degree of “‘ reasonable investi- 
gation”? which the underwriter was 
expected to exercise.“ It is probable 
that the method of distribution by 
large syndicates with its many economic 
advantages of risk distribution will be 
replaced by distribution through rela- 
tively small syndicates, supplemented 
by sales through dealers receiving a 
commission. *! 

It is of interest in this connection to 
note the method by which essentially 
the same problem has been met in 
England. In recent years, there has 
been an increase in England of issues, 
not directly offered to the public by 
the company, but sold in the first 
instance to an investment banker or 
syndicate and then resold to the public. 
The requirement for the issue of a 
prospectus and the liability of directors 





* Landis, op. cit. (footnote 34). 

* See, for example, Report of the Committee of 
the American Bar Association, p. 12, sec. (d). 

41 Selling by the issuer through dealers on com- 
mission makes the dealer an underwriter, and is not 
likely to be done. 
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and promoters provided for in the 
Companies Act were thus evaded. The 
legal situation was succinctly stated by 
Wilfred Greene, K. C., Chairman of 
the Departmental Committee of 1925; 


Of course, under the present arrangement 
the purchaser who has been misled by an 
offer for sale finds that he cannot sue the 
directors because they are not responsible, 
no representation has been made by them 
to him, and he cannot sue the people who 
sent out the offer for sale because they 
have not made any representations, but 
merely state that the directors have told 
them so.* 


The Committee took a large amount 
of testimony on the subject. It was 
anxious to discriminate between those 
cases where the shares or debentures 
were taken with a view to distribution 
and other cases. An amendment was 
made to the Companies Act, under 
which, in cases where the shares or 
debentures were allotted with a view 
to their being offered to the public, 


. any document by which the offer for 
sale to the public is made shall for all 
purposes be deemed to be a prospectus 
issued by the company and all enactments 
and rules of law... shall apply as if 
the shares or debentures had been offered 
to the public for subscription and as if 
persons accepting the offer in respect of 
any shares or debentures were subscribers 
for those shares or debentures, but without 
prejudice to the liability, if any, of the 
persons by whom the offer is made in 
respect of misstatements contained in the 
document or otheriwse in respect thereof." 


In such cases, also, the prospectus 
must state in addition to the matters 
ordinarily required, the net amount of 





42 Minutes of Evidence taken before the Depart- 
mental Committee on the Companies Acts, 1908 to 
1917, London, 1925, Q. 857. See, also, Report of the 
Company Law Amendment Committee, 1925-26, 
pp. 17-18. 

42 Companies Act, 1929, (19 and 20 Geo. 5 Ch. 23) 
sec. 38. 
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the consideration received by the com- 
pany and the place and time at which 
the contract for allotment may be 
inspected. These provisions were de- 
siened to preserve the liability of 
directors and promoters against at- 
tempts at evasion, and to give informa- 
tion to subscribers as to the marketing 
profits of the syndicate. 

So onerous are the responsibilities 
imposed upon officers, accountants, 
etc. under the American act that 
indemnity contracts against liability 
under the act have been in a large 
number of cases filed with registration 
statements.‘ Insurance companies 
also under certain circumstances offer 
insurance against the liability. Of 
course, the value of such contracts 
is dependent upon the solvency of the 
person who agrees to indemnify. 


Persons Who May Recover Damages 


Under the common law and under 
the Companies Act, the buyers who 
may become entitled to rescission or 
to damages for a misrepresentation 
are limited in two ways. ‘They must 
be persons who have bought from the 
person making the representation*® and 
they must show that they relied upon 
the representation. Privity and re- 
liance are essentials of both actions. 
In the Companies Act accordingly the 
liability is “‘to pay compensation to 
all persons who subscribe for any shares 
or debentures on the faith of the 
prospectus.” The Securities Act in 
its original form struck out both 
limitations. It provided that “In case 
any part of the registration statement 





“ See Landis, op. cit., pp. 38, 39. 

* Under the common law, if directors issue a pro- 
spectus containing fraudulent misrepresentations with 
the purpose of inducing persons to buy shares, even 
though not directly from them, the directors would 
de liable for damages.—See Andrews v. Mockford 
(1896) 1 Q.B. 372. 


. .. contained an untrue statement 
. » - any person acquiring such security 
(unless it is proved that at the time of 
such acquisition he knew of such 
untruth or omission) may, either at law 
or in equity, ... sue.” The period 
during which suit might be brought was 
limited to two years after the discovery 
of the untrue statement or after such 
discovery should have been made by 
the exercise of reasonable diligence. 
In no event was any action to be 
brought more than ten years after the 
security was bona fide offered to the 
public. The theory underlying these 
innovations was that for a period of 
time the market would be dominated 
by the information provided in the 
prospectus, and that all buyers, whether 
buying directly or from some other 
buyer, or whether they had read the 
prospectus or not, could fairly be 
said to have been influenced by the 
prospectus. 

In England, apparently no witness 
before a Departmental Committee has 
suggested such an extension of liability. 
In a recent book, entitled Shareholders’ 
Money, a caustic and powerful critique 
of parts of the Companies Act, Horace 
B. Samuel develops this theory at 
considerable length. He says: 


The acquisition of the shares in the open 
market may be as much on the faith of the 
prospectus as if such purchasers had been 
original subscribers. . . . The author is 
well aware that from the standpoint of 
orthodox jurisprudence an extension of 
liability on the lines indicated will appear 
novel, if not indeed shocking. If, however, 
it is really established that, viewed broadly, 
open market purchasers are almost as much 
the victims of prospectuses as the original 
subscribers, to deprive them of their 
statutory remedy appears mere pedantry.“ 


“Pp. 61, 62. A number of the legal innovations 
found in the Securities Act are advocated by Mr. 
Samuel. The date of publication, May, 1933, appears 
to have been too late for the authors of the Securities 
Act to have been assisted by Mr. Samuel’s suggestions. 
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Accordingly, Mr. Samuel proposed to 
make directors and promoters liable 
to ‘“‘all persons who subsequently 
acquire any shares or debentures, as 
the direct or indirect result of the 
prospectus.”* It will be noted that 
Mr. Samuel wishes to retain a part of 
the proof of reliance. 

Obviously a theory that purchasers 
of securities are influenced by a pro- 
spectus for two years and under certain 
conditions for ten years, to such an 
extent that the original sellers and their 
associates should continue liable to 
all new purchasers, even though they 
might never have seen a prospectus, 
was extending a theory of mass psy- 
chology beyond reasonable limits. 
This part of the Securities Act has 
been assailed with great vigor. The 
result has been two of the most 
important modifications of the act. In 
the first place, the limitation on the 
time within which actions may be 
brought was revised, so as to bring the 
limits to one and three years, instead 
of two and ten. In the second place, 
it was provided that if the security 
was acquired after the issuer had made 
“generally available to its security 
holders an earning statement covering 
a period of at least twelve months 
beginning after the effective date of 
the registration statement, then the 
right of recovery ... shall be con- 
ditioned on proof that such person 
acquired the security relying upon 
such untrue statement ... but such 
reliance may be established without 
proof of the reading of the registration 
statement by such person.’ Even 
with these changes, the number of 
persons who may sue will in most 
cases be greater than under English 
law. 


@ Ibid., p. 338. 
* Securities Exchange Act, 1934, sec. 206 (a). 





Damages 


In an action for rescission of a con- 
tract, the seller may be forced to return 
the money which he had received 
and to take back the security. But in 
an action of deceit against directors 
compensatory damages are sought. Ip 
England, this distinction still holds. 
The statutory innovations made by 
the Directors’ Liability Act of 1890 
in the action of deceit against directors 
did not alter the nature of the conm- 
pensation sought. The liability was 
to pay “compensation for the loss or 
damage sustained by reason of any un- 
true statement.” It was for courts 
and juries to appraise the damages.* 
The American act, assimilating the 
actions of rescission and of deceit, 
adopted in this respect the principle of 
rescission not only in suits against 
issuers but also in those against al 
other persons liable. It was provided 
that the “suit... may be either 
(1) to recover the consideration paid 
for such security with interest thereon, 
less the amount of any income received 
thereon, upon the tender of such 
security, or (2) for damages if the 
person suing no longer owns the secu- 
rity.”*° ‘In no case shall the amount 
recoverable under this section exceed 
the price at which the security was 
offered to the public.’’®! 

Two chief criticisms have been made 
of these provisions. In the first place, 
it was said that the wording of the 





In a leading English case (McConnel v. Wright, 
1903, 1 Ch. 546) it was said “The highest limit of his 
damages is the whole extent of his loss. . . . But in 
so far as he has got an equivalent for that money that 
loss is diminished, and I think in assessing damages, 
prima facie, the assets as represented are taken to be 
an equivalent and no more for the money which was 
paid. So far as the assets are an equivalent he is not 
damaged.” 

50 Sec. 11 (e). 

51 Sec. 11 (g). 
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sections made it possible that the 
courts might construe the act in such a 
way that where a purchaser bought in 
the market at a price above the offering 
price and sold for less, the liability 
would be for this difference. An officer 
of the Commission denied the correct- 
ness of this interpretation, holding that 
the highest price of purchase which 
could be used in measuring damages 
was the price at which the security was 
offered to the public.5® The matter 
has been settled by an amendment to 
the act in 1934 which provided that 
the suit may be 


. to recover such damages as shall 
represent the difference between the 
amount paid for the security (not exceeding 
the price at which the security was offered 
to the public) and (1) the value thereof as 
of the time such suit was brought or (2) the 
price at which such security shall have been 
disposed of in the market before suit, or (3) 
the price at which such security shall have 
been disposed of after suit but before 
judgment, if such damages shall be less than 
the damages representing the difference 
between the amount paid for the security 
(not exceeding the price at which the 
security was offered to the public) and 
the value thereof as of the time such suit 
was brought... . 53 


The second criticism, and far the 
more important, was that the liability 
was for the loss which the purchaser 
might suffer whether that loss had or 
had not any causal relation to the 
untrue statements. Obviously, a secu- 
rity may decline in value for many 
causes entirely unconnected with a 
misrepresentation in the registration 
statement. But the buyer was to be 
compensated for his full loss. 

By an amendment made in 1934 a 
compromise between the principles of 


Federal Trade Commission, Securities Act of 
1933, Release No. 45. See also Landis, op. cit., p. 123 
Douglas and Bates, of. cit., p. 175. 

* Securities Exchange Act, sec. 206 (e). 
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compensatory damage and of rescission 
was incorporated into the act. It was 
provided “That if the defendant proves 
that any portion or all of such damages 
represents other than the depreciation 
in value of such security resulting from 
such part of the registration statement, 
with respect to which his liability is 
asserted, not being true or omitting to 
state a material fact required to be 
stated, or necessary to make the state- 
ments therein not misleading, such 
portion or all such damages shall not 
be recoverable.” 

This amendment does something to 
lighten the liability. But it leaves 
defendants considerably worse off than 
under the Companies Act, since the 
burden of proof will be on them to 
show that the loss in value was due to 
other causes. 


Conclusions 


The American act represents a valu- 
able improvement in the law governing 
the public sale of an issue of securities. 
No one can maintain that the law as it 
stood before this innovation was ade- 
quate. By changes in conditions the 
whole theory of the law had become 
archaic; this was peculiarly so in the 
United States because of the method 
of distribution. It may be true, as has 
been alleged, that untrue statements 
had not been a large cause of losses. to 
investors. But the public was prone, 
particularly in periods of depression, 
to see in instances of misrepresenta- 
tion a general explanation of its losses. 

In several important respects, noted 
above, the act is more in accord with 
modern conditions, certainly with con- 
ditions in the United States, than the 
English law. In particular, the placing 
of responsibility on the issuer, and the 
abolition of proof of “‘reliance”’ for a 
reasonable period are commendable 
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alterations in the common law which 
have not been incorporated into the 
English act. 

The features of the act which make 
it much more drastic than the English 
law are largely traceable to two general 
prepossessions of its authors. 

In the first place, the act was re- 
garded not merely as a protection to 
investors, but also as providing a 
means for forcing disclosure as to the 
internal affairs of issuers, and thus 
affecting the government of corpora- 
tions.°4 It is true that under certain 
circumstances it may be of importance 
to an investor to know such facts as the 
salaries of officers or the percentage of 
stock held by certain persons. But it is 
also true that there are many other 
facts which, under certain circum- 


stances, it might be desirable for a 
prospective investor to know. Among 
all these facts, since only a part can be 
disclosed, some choice must be made, 


and the disclosure of only those facts 
which are generally useful to investors 
should be a guiding principle in con- 
structing the schedule. 

In the second place, the aim of the 
authors was to devise a law which 


§4See Frankfurter, F., “The Federal Securities 
Acc: II,” Fortune, August, 1933, pp. 54-55. 


would be, to use a phrase of theirs, 
““in terrorem.” In order to produce 
this result, they not only adopted the FF 
one radical change which the Com. J 


panies Act had made in the elements of 19 


the common law action of deceit, the 
alteration in the character of the mis. 
representation for which damages might [9 
be had, but also modified all the other F 
elements in that action adversely to 
the defendants. They eliminated the 
elements of privity, reliance and causal- 
ity. They thus increased the number 
of persons who might sue and greatly 
increased the amount which any one 
of them might recover. They brought 
into this new responsibility additional 
classes of persons. Several, if not all, 
of these changes taken separately have 
arguments in their favor. But the 
cumulative effect of these innovations 
was too terrifying. A more scientific 
procedure would have been to have 
altered the law in those elements, such 
as reliance and privity, where the 
argument for change was strongest, 
and to have left the remainder intact. 
The amendments recently made to the 
act are open to the same objection. 
They merely modify the departures 
from the common law and constitute 
in these respects a compromise. 
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PROTECTIVE COMMITTEES FOR SECURITY 
HOLDERS 


By F. J. LISMAN 


of security holders first became 

conspicuous during the depres- 
sion following the panic of 1873. With 
each succeeding depression, and as 
transportation and industrial business 
grew, more and more companies got 
into trouble. Hence more committees 
became necessary. 

The extraordinary debauch of opti- 
mism of the late 1920’s naturally 
brought on even a greater number of 
corporate defaults and failures and 
consequently a greater necessity for the 
protection of different classes of security 
holders. 

The increase in indebtedness between 
1913 and 1933 is shown in the following 
table: 


(Csr security for the protection 


INCREASE IN INDEBTEDNESS, 1933 OVER I913-1914* 


Farm MOtega@® ClO. <iic oc.cses cscs 156% 
Urban mortgage debts............... 435 
ROE SS bc Aca ees cacdens nas 28 
Pubic MEMS GOOEEs se cocictwiecsnenes 241 
SN nics Kctava inde swassse 179 
FUSGRONE CIE iiss sc eaenenén ens kth 443 
PORN NE fee id aca cas Goacneves 1,371 
State ond teeel GOs ikccscsicpieaswnes 293 


* Source: Clark, Evans, Editor, Internal Debts of the United 
States. New York: The Macmillan Company, 1933. The 
figures were collected in the very early part of 1933. 

These figures show a picture some- 
what contrary to general impressions. 
lhe railroads, which are supposed to 
have sinned most under the leadership 


> of alleged incompetent or shortsighted 


bankers, show the smallest increase of 
indebtedness, while city real estate, 
which was financed by some large 
specialty houses, but mostly by Tom, 
Dick, and Harry, shows an increased 
indebtedness of over 400%. Farm 
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mortgages, which were financed under 
special Federal supervision or encour- 
agement and by mortgage and in- 
surance companies, also show the large 
increase of 156%. Avery large propor- 
tion of this increase in indebtedness in 
all walks of life has gone wrong, to the 
great sorrow of the holders of the 
indebtedness and of the equities. 

Of course, it is very rarely a surprise 
to large security holders when the 
company in which they happen to be 
interested gets into difficulties, but 
too frequently the small holders have no 
conception of what is going on and 
often do not become cognizant of a 
company’s dificnulties until long after 
the facts have pveen published in the 
newspapers. When a company does 
get into difficulties, the officials who 
were nominated by the holders of the 
equity, irrespective of their honesty or 
competence, are far from being the best 
people to look after the interest of the 
creditors. Sometimes the manage- 
ment itself holds both bonds and shares, 
but the protection of the rights of any 
one class of bondholders or shareholders 
should, as far as possible, be looked 
after by people who have no conflicting 
or diverging interests. 


Requirements for Membership to 
Protective Committees 


There has been some talk about 
democracy in the selection of protective 
committees. This sounds well but has 
proven to be quite impractical. Bank- 
ruptcy is an emergency which requires 
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action. Democracy is generally too 
much like a debating society where the 
most plausible talker carries off the 
honors. If the holders of a particular 
issue are convened for a meeting, some 
holder of a very small interest will 
usually take up a large part of the time 
of such “‘town meeting” by airing his 
grievances and making suggestions 
based on lack of understanding. It 
is because of such unsatisfactory ex- 
periences with “‘town meetings” that 
committees are necessarily largely self- 
appointed. On the other hand, 
although these self-appointed commit- 
tees frequently have strictly honest 
intentions, with the idea of contingent 
profits or proper remuneration as an 
incidental matter, in many cases rev- 
enue is the main motive and the benev- 
olent intent rather incidental. It is like 
everything else in life—a question of 
personal equation which cannot be 
equated or psychoanalyzed beforehand. 

Heretofore, committees have gener- 
ally been selected by the bankers who 
originally floated the particular secur- 
ity. They endeavored to make up a 
committee of people owning a large 
interest in the particular issue, or their 
representatives, but no committee can 
be effective unless it is reasonably cer- 
tain to receive the support of a majority 
of the issue. The banker who has 
placed an issue and wants to form a 
committee undoubtedly has a moral 
responsibility for the issue. He pre- 
sumably and generally does want to do 
the best he can for the security holders, 
but at the same time he may be looking 
out for his own personal advancement 
and thinking of possible future financing 
with accompanying profits, thorough 
information about the property which 
may enable him to trade in the securities 
to advantage, and possible committee 
fees. Vanity also plays a part—many 
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people like to see their names in print, 
He may also in some cases be thinking 
about shielding some friends, or even 
himself, from the consequences of bad 
judgment or misdeeds. ‘The so-called 
independent bondholders’ committees, 
the organization of which is very often 
accelerated by some lawyer or law firm, 
have probably less interest in the 
situation at large; they more likely may 
have the selfish motives above indi- 
cated, plus the fee for legal advice, in 
mind. 

To obtain the best results for security 
holders, however, the members of pro- 
tective committees should have the 
following qualities: 

(:) A thorough understanding of the 
particular situation. 

(2) The faculty to discriminate between 
essentials and details and to give each their 
due weight. 

(3) The ability to see the different sides 
of a question, plus the willingness to adjust 
and compromise differences. 

(4) A mentality which can grasp figures, 
because the problems of reorganization 
always have to deal with balance sheets, 
earning capacity, management, etc. 

(5) Experience in affairs of this type. 

(6) Willingness to select as counsel to the 
committee the very best man qualified for 
the job by his particular knowledge and 
experience. 


Sometimes reorganization commit 
tees offer to serve free of charge, which 
is very desirable indeed if the members 
of the committee will give the matters 
concerned the requisite time and concen- 
tration. However, the right type of 
men—honest and capable—required for 
this work are generally busy with thei 


own affairs and therefore seldom are 


justified in giving too much time to an 
unremunerative piece of work, unless 
their interest in the particular business 
is a preponderantly large one and 
therefore of very great importance to 
them. It is much better to pay this 
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type a fair and even liberal remuner- 
ation than to get some one who lacks or 
may lack the qualities to do the work at 
an apparently lower cost. 

There is no particular excess of either 
virtue or evil in bankers’ committees 
or so-called independent committees; 
it is all a question of intent and ability. 
The more experienced and intelligent 
1e members of a committee are, the 
yetter they can take care of the prob- 
ems before them. Selfishness and 
greed in a greater or less degree are 
not confined either to those with 
wealth, intelligence, and experience, or 
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Functions of Protective Committees 


The activities of a security holders’ 
committee are frequently very complex 
because they concern the affairs of a 


corporation in difficulties, and such 


difficulties do not materialize until the 
ingenuity of the interested parties 
has exhausted all means and efforts to 
avoid them. Frequently these efforts 


> have been desperate, sometimes foolish 


or dishonest. This is equivalent to 
saying that salable current assets have 
probably by that time generally been 
disposed of, that litigation which might 
have been avoided or compromised may 
be pending, and that expenditures 
which would result in economies for the 
longrun have not been possible. Some- 
times there has been friction within 
the management, or the management 
has been bad. Clashes of various 
interests have either been temporarily 
compromised or settled, not on their 
merits but for the purpose of avoiding 
financial difficulties. 

Committees representing the differ- 


}ent classes of bondholders, creditors 


; 


a or stockholders have many problems 


which they must either litigate or 
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compromise. The representatives of 
the holders of junior claims or of 
stockholders usually consider it to their 
best interests to tire out the holders 
of senior claims in order to force them 
to a compromise. It is for this reason 
that reorganizations are so frequently 
delayed over a period of years, much to 
the disgust of the holders of the senior 
securities especially. Security owners 
often blame the various committees 
for being slow and inefficient, when as a 
matter of fact rapid action is impossible 
or may be inadvisable, depending on 
whose ox is gored. Court actions 
are necessarily slow at best, and at- 
torneys are quite adept at forcing delay 
by all kinds of motions or appeals. 
Frequently committees do not consider 
it advisable to take security holders 
into their confidence for fear of showing 
their hand to opposing interests. 

In due time, after many points have 
been adjudicated or compromised, the 
question arises, on what basis to organ- 
ize the capital structure of a new or 
successor company; whether, for in- 
stance, to give bondholders stock and 
make the company sound by having a 
minimum of interest obligations to 
meet. This is very often contrary to 
the desire particularly of the small 
bondholder who wants to receive 
promptly a regular income and declines 
to take a long view of the future of the 
company in which he happens to be 
interested. 





1 Among the most successful reorganizations in the 
past, judged by a long period of hindsight, were those 
of what are today some of our strongest railroad 
companies, the affairs of which were adjusted follow- 
ing the panic of 1893. Atchison, Topeka & Santa Fe, 
Norfolk & Western, Union Pacific, and several other 
railroads, now among our strongest corporations, were 
then considered as hopeless as are now the Seaboard 
Air Line or the St. Louis-San Francisco. European 
bankers, who had a large interest in the securities of 
the then weak companies and who were willing to 
take a long view, were the dominant factors in the 
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alterations in the common law which 
have not been incorporated into the 
English act. 

The features of the act which make 
it much more drastic than the English 
law are largely traceable to two general 
prepossessions of its authors. 

In the first place, the act was re- 
garded not merely as a protection to 
investors, but also as providing a 
means for forcing disclosure as to the 
internal affairs of issuers, and thus 
affecting the government of corpora- 
tions.** It is true that under certain 
circumstances it may be of importance 
to an investor to know such facts as the 
salaries of officers or the percentage of 
stock held by certain persons. But itis 
also true that there are many other 
facts which, under certain circum- 
stances, it might be desirable for a 
prospective investor to know. Among 
all these facts, since only a part can be 
disclosed, some choice must be made, 
and the disclosure of only those facts 
which are generally useful to investors 
should be a guiding principle in con- 
structing the schedule. 

In the second place, the aim of the 
authors was to devise a law which 





54See Frankfurter, F., “The Federal Securities 
Acc: II,” Fortune, August, 1933, pp. 54-55. 


would be, to use a phrase of theirs, | 


““in terrorem.” In order to produce 
this result, they not only adopted the 
one radical change which the Com. 
panies Act had made in the elements of 
the common law action of deceit, the 
alteration in the character of the mis- 
representation for which damages might 


be had, but also modified all the other F 


elements in that action adversely to 
the defendants. They eliminated the 
elements of privity, reliance and causal- 
ity. They thus increased the number 
of persons who might sue and greatly 
increased the amount which any one 
of them might recover. They brought 
into this new responsibility additional 
classes of persons. Several, if not all, 
of these changes taken separately have 
arguments in their favor. But the 
cumulative effect of these innovations 
was too terrifying. A more scientific 
procedure would have been to have 
altered the law in those elements, such 
as reliance and privity, where the 
argument for change was strongest, 
and to have left the remainder intact. 
The amendments recently made to the 
act are open to the same objection. 
They merely modify the departures 
from the common law and constitute 
in these respects a compromise. 
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PROTECTIVE COMMITTEES FOR SECURITY 
HOLDERS 


By F. J. LISMAN 


OMMITTEES for the protection 
C of security holders first became 

conspicuous during the depres- 
sion following the panic of 1873. With 
each succeeding depression, and as 
transportation and industrial business 
grew, more and more companies got 
into trouble. Hence more committees 
became necessary. 

The extraordinary debauch of opti- 
mism of the late 1920’s naturally 
brought on even a greater number of 
corporate defaults and failures and 
consequently a greater necessity for the 
protection of different classes of security 
holders. 

The increase in indebtedness between 
1913 and 1933 is shown in the following 
table: 


INCREASE IN INDEBTEDNESS, 1933 OVER 1913-I914* 


Farm mortgage debts................ 156% 
Urban mortgage debts............... 435 
RMU ions ds sacs cekweoeas 28 
ge | re ere 241 
ee re 179 
PINAR GUO e s isndkicw ces ca deaed ene 443 
Feuer MIE oa iid kx cde cawan kak awe 1,371 
State and local debts.............006- 293 


* Source: Clark, Evans, Editor, Internal Debts of the United 
States. New York: The Macmillan Company, 1933. The 
figures were collected in the very early part of 1933. 


These figures show a picture some- 
what contrary to general impressions. 
The railroads, which are supposed to 
have sinned most under the leadership 
of alleged incompetent or shortsighted 
bankers, show the smallest increase of 
indebtedness, while city real estate, 
which was financed by some large 
specialty houses, but mostly by Tom, 
Dick, and Harry, shows an increased 
indebtedness of over 400%. Farm 
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mortgages, which were financed under 
special Federal supervision or encour- 
agement and by mortgage and in- 
surance companies, also show the large 
increase of 156%. Avery large propor- 
tion of this increase in indebtedness in 
all walks of life has gone wrong, to the 
great sorrow of the holders of the 
indebtedness and of the equities. 

Of course, it is very rarely a surprise 
to large security holders when the 
company in which they happen to be 
interested gets into difficulties, but 
too frequently the small holders have no 
conception of what is going on and 
often do not become cognizant of a 
company’s difficulties until long after 
the facts have been published in the 
newspapers. When a company does 
get into difficulties, the officials who 
were nominated by the holders of the 
equity, irrespective of their honesty or 
competence, are far from being the best 
people to look after the interest of the 
creditors. Sometimes the manage- 
ment itself holds both bonds and shares, 
but the protection of the rights of any 
one class of bondholders or shareholders 
should, as far as possible, be looked 
after by people who have no conflicting 
or diverging interests. 


Requirements for Membership to 
Protective Committees 


There has been some talk about 
democracy in the selection of protective 
committees. This sounds well but has 
proven to be quite impractical. Bank- 
ruptcy is an emergency which requires 
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action. Democracy is generally too 
much like a debating society where the 
most plausible talker carries off the 
honors. If the holders of a particular 
issue are convened for a meeting, some 
holder of a very small interest will 
usually take up a large part of the time 
of such “town meeting” by airing his 
grievances and making suggestions 
based on lack of understanding. It 
is because of such unsatisfactory ex- 
periences with “‘town meetings” that 
committees are necessarily largely self- 
appointed. On the other hand, 
although these self-appointed commit- 
tees frequently have strictly honest 
intentions, with the idea of contingent 
profits or proper remuneration as an 
incidental matter, in many cases rev- 
enue is the main motive and the benev- 
olent intent rather incidental. It is like 
everything else in life—a question of 
personal equation which cannot be 
equated or psychoanalyzed beforehand. 

Heretofore, committees have gener- 
ally been selected by the bankers who 
originally floated the particular secur- 
ity. They endeavored to make up a 
committee of people owning a large 
interest in the particular issue, or their 
representatives, but no committee can 
be effective unless it is reasonably cer- 
tain to receive the support of a majority 
of the issue. The banker who has 
placed an issue and wants to form a 
committee undoubtedly has a moral 
responsibility for the issue. He pre- 
sumably and generally does want to do 
the best he can for the security holders, 
but at the same time he may be looking 
out for his own personal advancement 
and thinking of possible future financing 
with accompanying profits, thorough 
information about the property which 
may enable him to trade in the securities 
to advantage, and possible committee 
fees. Vanity also plays a part—many 


people like to see their names in print, 
He may also in some cases be thinking 
about shielding some friends, or even 
himself, from the consequences of bad 
judgment or misdeeds. The so-called 
independent bondholders’ committees, 
the organization of which is very often 
accelerated by some lawyer or law firm, 
have probably less interest in the 
situation at large; they more likely may 
have the selfish motives above indi- 
cated, plus the fee for legal advice, in 
mind. 

To obtain the best results for security 
holders, however, the members of pro- 
tective committees should have the 
following qualities: 

(1) A thorough understanding of the 
particular situation. 

(2) The faculty to discriminate between 
essentials and details and to give each their 
due weight. 

(3) The ability to see the different sides 
of a question, plus the willingness to adjust 
and compromise differences. 

(4) A mentality which can grasp figures, 
because the problems of reorganization 
always have to deal with balance sheets, 
earning capacity, management, etc. 

(5) Experience in affairs of this type. 

(6) Willingness to select as counsel to the 
committee the very best man qualified for 
the job by his particular knowledge and 
experience. 


Sometimes reorganization commit 
tees offer to serve free of charge, which 
is very desirable indeed if the members 
of the committee will give the matters 
concerned the requisite time and concen- 
tration. However, the right type of 
men—honest and capable—required for 
this work are generally busy with their 
own affairs and therefore seldom are 
justified in giving too much time to an 
unremunerative piece of work, unless 
their interest in the particular business 
is a preponderantly large one and 
therefore of very great importance to 
them. It is much better to pay this 
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type a fair and even liberal remuner- 
ation than to get some one who lacks or 
may lack the qualities to do the work at 
an apparently lower cost. 

There is no particular excess of either 
virtue or evil in bankers’ committees 
or so-called independent committees; 
it is all a question of intent and ability. 
The more experienced and intelligent 

} the members of a committee are, the 
better they can take care of the prob- 
lems before them. Selfishness and 
creed in a greater or less degree are 
not confined either to those with 
wealth, intelligence, and experience, or 
to those who lack all or any of these 
qualifications. 


Functions of Protective Committees 


The activities of a security holders’ 
committee are frequently very complex 
because they concern the affairs of a 
corporation in difficulties, and such 


» difficulties do not materialize until the 


ingenuity of the interested parties 
' has exhausted all means and efforts to 
avoid them. Frequently these efforts 
have been desperate, sometimes foolish 
or dishonest. This is equivalent to 
saying that salable current assets have 
probably by that time generally been 
disposed of, that litigation which might 
have been avoided or compromised may 
be pending, and that expenditures 
which would result in economies for the 
Some- 
times there has been friction within 
the management, or the management 
has been bad. Clashes of various 
interests have either been temporarily 
compromised or settled, not on their 
merits but for the purpose of avoiding 
financial difficulties. 
Committees representing the differ- 
f ent classes of bondholders, creditors 


} or stockholders have many problems 


| which they must either litigate or 
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compromise. The representatives of 
the holders of junior claims or of 
stockholders usually consider it to their 
best interests to tire out the holders 
of senior claims in order to force them 
to a compromise. It is for this reason 
that reorganizations are so frequently 
delayed over a period of years, much to 
the disgust of the holders of the senior 
securities especially. Security owners 
often blame the various committees 
for being slow and inefficient, when as a 
matter of fact rapid action is impossible 
or may be inadvisable, depending on 
whose ox is gored. Court actions 
are necessarily slow at best, and at- 
torneys are quite adept at forcing delay 
by all kinds of motions or appeals. 
Frequently committees do not consider 
it advisable to take security holders 
into their confidence for fear of showing 
their hand to opposing interests. 

In due time, after many points have 
been adjudicated or compromised, the 
question arises, on what basis to organ- 
ize the capital structure of a new or 
successor company; whether, for in- 
stance, to give bondholders stock and 
make the company sound by having a 
minimum of interest obligations to 
meet. This is ve y often contrary to 
the desire particularly of the small 
bondholder who wants to receive 
promptly a regular income and declines 
to take a long view of the future of the 
company in which he happens to be 
interested.! 





1 Among the most successful reorganizations in the 
past, judged by a long period of hindsight, were those 
of what are today some of our strongest railroad 
companies, the affairs of which were adjusted follow- 
ing the panic of 1893. Atchison, Topeka & Santa Fe, 
Norfolk & Western, Union Pacific, and several other 
railroads, now among our strongest corporations, were 
then considered as hopeless as are now the Seaboard 
Air Line or the St. Louis-San Francisco. European 
bankers, who had a large interest in the securities of 
the then weak companies and who were willing to 
take a long view, were the dominant factors in the 














In order fully to accomplish its 
purpose, a committee requires broad 
powers not only to compromise claims 
but frequently to settle and buy claims, 
which may become annoying or which 
it may be necessary to adjust in order to 
proceed with reorganization plans. 
Often in such matters the committees 
take a view opposite to that of the 
management. For example, it may be 
a question of the settlement of certain 
claims or taxes. ‘The management may 
believe that the property may be sold 
for back taxes; the committee may be 
of the opinion that, by not paying such 
taxes at once, they may be able to 
compromise at a lower rate thereafter 
and that there would be no buyer for 
the property at a tax sale. This has 
happened frequently of late, not only 
in the case of public utilities but also 





situation. They, together with their clients as well 
as the American security holders who had the patience 
to stay with the properties, subsequently reaped 
handsome rewards for their vision and temporary 
sacrifice. 

In the case of the Union Pacific, Atchison, and 
Northern Pacific railroads, the holders of first-mort- 
gage bonds of worthless branch lines received common 
stock which at the time was considered hopeless and 
was quoted in the market at nominal figures, while 
holders of the then intrinsically good securities 
received bonds. Subsequently the stocks of these 
companies became so valuable that in the long run 
the holders of what were previously the worst securi- 
ties fared the best. There was a worthless branch of 
the Northern Pacific, called the Helena & Red 
Mountain, running to an abandoned mine, the bond- 
holders of which received par in new common stock 
which subsequently sold up to $1,000 per share! 
Similarly the Union Pacific and Atchison had some 
worthless branches whose bondholders received 
common stock which sold above $200 per share later 
on. 

This points to the fact that the results of com- 
mittee work depend altogether on the personal equa- 
tion of the members of the committee and their 
counsel and on their wisdom, experience, and willing- 
ness to face unwelcome facts. While from the point 
of view of strength and scope for development of these 
companies these reorganizations were eminently 
satisfactory, the ideal aim of exact justice was not 
achieved on account of the extraordinary period of 
expansion which followed the depression of the 1890s. 
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with industrial concerns. Manage. 
ment which is very close to a situation 
sometimes thinks that for some good 
business reason certain claims should 
be paid in full, while those who ap. 
proach such problems without pre. 
conceived ideas have a contrary opinion, 
Management with the best intention 
frequently has merely followed certain 
habits or traditions, whether it be the 
unprofitable maintenance of a lease on 
a branch railroad or building, or the 
production of some unprofitable article, 
Protective committees occasionally, 
after due investigation or on the 
strength of outside expert reports, 
have opposite opinions on such matters. 
It might be said that there is very little 
connected with a company’s affairs 
which is not gone into and analyzed by 
the right kind of a security holders’ 
committee, either directly or on its 
behalf, these inquiries resulting very 
often in complete and salutary changes. 

In connection with the bankruptcy 
and reorganizing of large companies, 
different committees frequently engage 
different expert accountants as well as 
experts for the purpose of analyzing 
the business conduct and problems of 
the particular concerns. Proverbially, 
experts seldom agree. Auditors will 
set up the figures or value the assets 
according to different theories, which 
obviously will produce different results. 
When it comes to analyzing manage- 
ment and business problems, the lati- 
tude for different opinions is infinite, 
and the judgment of the best known 
expert in each particular field, when 
judged by the light of subsequent 
events, is not necessarily correct. This 
difference of opinion, which may be 
accelerated by self-interest of the parties 
employing the experts, leads to pro 
longed contentions, negotiations, and 
much litigation. There are very sel 
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dom two cases alike; therefore, each 
one brings up new legal problems. 
It is for this reason that the selection 
of legal advisers for a committee is of 
almost paramount importance. 

The method of functioning of com- 
mittees differs with the personalities of 
the members and counsel. Probably 
in most committees, the chairman does 
the bulk of the work, although in some 
cases he is merely a figurehead and 
one or two other members are the most 
active. There are many cases where 
the lawyers do practically all the work; 
that is, they do the negotiating with the 
attorneys for the other committees, 
receivers, and trustees, as well as the 
court work. 


Types of Defaults and Committees 


There are not many committees 
looking after defaulted farm mortgages, 
because these mortgages are never 
large. The only committees having 
to do with this particular phase of the 
situation are those dealing with 
some of the land banks and farm- 
mortgage companies which, in sequence 
of the unfortunate loans which they 
have made, have defaulted on their 
own bonds. The New York banking 
community, or what is generally called 
Wall Street, is practically not at all 
concerned with this situation. The 
committees are largely made up and in 
many cases headed by important local 
bankers together with either individual 
bondholders or officials of institutions 
holding some of the bonds. 

It is very difficult to generalize 
about the committees which look after 
the great number of defaulted urban 
real-estate mortgages. A small num- 
ber of corporations or firms each 
marketed many millions of these bonds, 
although probably the largest one is 
not responsible for as much as 5% 


of the total amount in default, while 
a number of firms ranking next in 
importance probably did not in the 
aggregate place more than 10% of this 
amount. The sponsors for the other 
issues, of hotels, theatres, apartment 
houses, office buildings, warehouses, 
etc., are tremendously scattered. 
Many of these mortgages were sold in 
$500 and $1,000 units to a very great 
number of people who had been brought 
up with the idea that a first mortgage 
on real estate was good under any 
circumstances. Some of these issues 
are quite small. The firms which 
placed them have gone out of business 
voluntarily or otherwise; some of these 
firms were merely composed of sales- 
men who had no conception of how to 
handle a property in_ difficulties. 
Consequently, if no one considers it 
his duty to work out such a situation, 
the field to “protect” the holders of 
these issues is wide open. 

Naturally, such a situation is not 
only an opportunity but actually a 
temptation to improper practices. It 
is in this particular field where most of 
the sinning or “‘racketeering” has been 
and probably still is being done. Some 
real-estate broker or lawyer will see 
an opportunity of buying up some of 
the bonds at a low price; he will form a 
committee which will force the property 
for sale. Some friend may buy it in at 
a low price, even under present condi- 
tions, with consequential unfortunate 
results to everybody but the promoters 
ofthecommittee. The real-estate busi- 
ness, being more diffused and less in 
the limelight than Wall Street, 
has probably a greater underworld 
proportionately. 

The bond and stock issues of rail- 
road companies in difficulties are 
generally of substantial size and, there- 
fore, conspicuous. ‘The bond issues of 
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such companies are looked after by 
committees generally headed by bank- 
ers, but lately, since defaults have 
occurred in what were considered very 
conservative issues, officials of in- 
surance companies and savings banks 
have also become quite prominent 
as committee members. Formerly 
these institutions were loath to have 
it known that they were interested 
in a defaulted issue. 

The membership of stockholders’ 
committees is usually quite mixed, 
with the committees looking after the 
larger issues generally being headed 
by a member of some well-known Wall 
Street brokerage concern. More or 
less the same remarks apply to the 
defaulted industrial and public utility 
issues, although the names of insurance 
officials are seldom connected with 
these. 

As far as state and municipal de- 
faults are concerned, we have recently 
had the conspicuous cases of the State 
of Arkansas and of the City of Detroit. 
Although the issuing houses were active 
in the resulting situations, these issues 
were largely looked after by officials 
of insurance companies and large banks. 
After the collapse of the Florida boom, 
many municipalities in that state de- 
faulted; compromises in connection 
therewith were arranged largely by 
committees headed by investment 
bankers in New York and elsewhere. 
Other members of these committees 
were Officials of banks and in many 
cases representatives of educational 
and philanthropic institutions, as well 
as private individuals. <A similar type 
of committee is dealing with other 
municipal defaults which are now quite 


prevalent. Committees dealing with 


defaults of states and their numerous 
subdivisions have problems entirely 
different from those of private corpora- 
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tions. ‘They have to deal largely with 
the question of taxation, including the 
proper collection of taxes, the expendi- 
ture of the taxpayers’ money, and 
above all, with the local political 
equations. The legal questions in- 


_ volved are generally quite technical. 


Locating Security Holders 


In a corporation of any size, the 
security issues become amazingly scat- 
tered. The average holding of bonds 
placed through banking houses is about 
$3,000; the average holding of real- 
estate bonds is very much smaller. 
The distribution of ownership of stocks 
varies greatly. Stocks of the large 
companies which have been in existence 
for many years and which are listed 
on stock exchanges are very broadly 
distributed. ‘There are many holders 
of ten shares and less, and the aggregate 
of small holdings constitutes a sub- 
stantial proportion of the entire capital 
stock. Many well-to-do people have 
heard that it is wise to distribute their 
risk, and an amazingly large number 
of such people buy a small amount of 
stock in a great many different com- 
panies; in effect, they seem to be 
collectors and incidentally accumulate 
a great variety of valueless stock. 

The number of bonds registered in 
the name of the holders is less than 
1%; the balance is payable to bearer. 
The houses of issue have the names of 
the persons to whom they sold bonds 
at the time of the issue. These names 
are largely those of dealers all over 
the country; these dealers in turn know 
the names of their individual customers. 
As years pass, securities change hands 
and quite frequently because dealers, 
in order to increase their commission, 
are always busy trading out bonds. 
Many holders are prepared to buy or 
sell even without any suggestion. Con- 
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sequently, it is very difficult, when a 
protective committee is organized, to 
locate the security holders. 

Coupons are nearly always collected 
through banks and not directly by 
the owners. If anyone were to ask 
a New York bank thirty days after a 
coupon had been paid to endeavor to 
trace the owner of the bonds, its 
answer would be that it had paid a 
certain amount of coupons to banks in 
Chicago, St. Louis, and to perhaps 
hundreds of other cities and towns. If 
the Chicago bank in turn were asked 
for whose account some particular 
coupons were collected, it would proba- 
bly, in most cases, not have the 
record. Even if these particular cou- 
pons were traced back to another bank, 
say in Madison, that bank might 
reply that it did not keep a record 
of the names of the different coupons 
but was in the habit of crediting the 
coupons to the depositors. Even if 
it had in its records the name of the 
owner, it would be likely to answer 
that it was not at liberty to disclose 
the owner’s name without his authority. 
Sometimes owners, when asked for 
such authority, decline to give it be- 
cause they do not want to be bothered 
by letters or calls from strangers of 
whom they are suspicious on general 
principles. 

Similarly, in the case of nondividend- 
paying stocks, it is very difficult to 
trace the individual holders because 
most people do not trouble to have 
stocks transferred to their own names 
until such time as payment of a divi- 
dend is announced. Even then they 
frequently neglect to do so. It is for 


this reason that such a large proportion 
of stocks of nondividend-paying com- 
panies is recorded on the transfer books 
in the names of stockbrokers or banks, 
or their nominees. 


Many companies 
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find great difficulty in obtaining the 
requisite majority of stockholders’ prox- 
ies to hold an annual meeting. Re- 
cently it has been suggested that no one 
who does not actually own the stock 
standing in his name should be per- 
mitted to vote on it. In theory sucha 
law is quite sound, but in practice it 
would mean that many companies 
could not hold their regular annual 
meeting for the election of directors 
for lack of a quorum, with the con- 
sequence that the existing board of 
directors would hold over indefinitely 
and would, itself, fill vacancies from 
time to time as is customary and legal. 
These conditions make it very difficult 
for any committee to gather together 
an adequate amount of support. 

Of course most bondholders who find 
that their coupons are not paid make 
inquiries and in due time receive the 
information that a committee has been 
formed to look after the particular 
issue. A few people send their securi- 
ties at once to the committee, but the 
others hesitate. In the meanwhile an- 
other committee may be formed. 
When the security holder next inquires, 
he is told there are two committees; 
then, unless he has a large interest, he 
takes no action at all on account of his 
increased uncertainty. 

It is frequently asserted that a 
bondholder and stockholder, or his duly 
authorized attorney, is entitled to know 
the names of his fellow bondholders or 
stockholders for the purpose of com- 
municating with them. This brings 
up the question as to whether a com- 
mittee which has expended money and 
efforts to gather such names should be 
required to disclose this list to any one, 
particularly to some one who wants to 
oppose it. This question has not yet 
been finally adjudicated, although re- 
cently some committees were com- 
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pelled to disclose the list of names in 
their possession. 

In the case of stocks which are regis- 
tered in the supposed owner’s name, 
the law of most states requires that any 
stockholder of record is entitled to have 
access to the list of these names and to 
take a copy of such list at suitable 
hours. As in the case with most laws, 
the privilege conferred under it is being 
abused toa considerable extent. ‘There 
are some concerns which deal in lists of 
stockholders. They may buy or bor- 
row from some holder one share of stock 
to entitle them to a list of stockholders, 
which they copy and sell to whoever 
is willing to pay the price. The pur- 
chasers may be dealers in the invest- 
ment business who merely want to get 
names or who may want to accumulate 
the particular stock issue or who want 
to trade the stock issue out against 
something else which they may want 
to sell. These lists are also fre- 
quently bought by people of doubtful 
reputation. 























Security-holders’ Faith in Committees 





It is extremely difficult for the aver- 
age holder of a small amount of bonds 
or stock to determine just whom to 
trust in the matter. He would prob- 
ably be told that one committee is a 
so-called bankers’ committee, while the 
other one is independent. Probably 
both parties insinuate that the other is 
not acting in good faith. Experience 
has shown that in most cases a local 
investment-security dealer’s advice is 
sought in the matter. He again is 
mostly influenced by his personal con- 
fidence (or lack of it) in the firm which 
placed the securities originally. The 
house of issue, nevertheless, is asked 
by nearly everyone for advice in this 
dilemma. If they advise against de- 
positing with the independent com- 
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mittee, such advice is nearly always 
followed; on the other hand, if they 
advise depositing with the bankers’ 
committee, the suggestion is not neces- 
sarily followed. Consequently, the so- 
called independent committees very 
seldom obtain much support, but they 
do frequently prevent a bankers’ or 
other strong committee from obtaining 
the adequate support in order to do 
whatever they may deem to be needful.? 

As a sequence of the necessity of 
obtaining adequate deposits, which 
must largely be secured through invest- 
ment brokers, some improper practices 
have developed. Investment brokers 
or salesmen during the last few years 
have found commissions very scarce. 
They are being solicited by committees 
to secure deposit of bonds or stock held 
by their customers or by people living 
in their community. Here and there 
committees have offered io pay com- 
missions for securing such deposits, 
and these commissions are a welcome 
addition to the present very attenuated 
income of the brokers. 

The bondholder who seeks the opin- 
ion of his local investment dealer 
naturally expects to obtain unbiased 
advice and would not follow any sug- 
gestion for deposit if he knew that this 
suggestion was prompted by a com- 
mission. On the other hand, the in- 





2 The writer is now aware of a committee which had 
on deposit approximately 8 times as many bonds as a 
so-called independent committee. Additional de- 
posits were absolutely necessary in order to protect 
the situation; therefore consolidation of the two com- 
mittees became so necessary in the interest of the 
bondholders that a joint committee, irrespective of 
the disparity in the percentage of deposits, was formed 
which was composed of three members from each of 
the former committees. The result for the bond- 
holders has been satisfactory. There have also been 
some satisfactory results for members of the inde- 
pendent committee, its counsel and secretary, by 
way of some fees to which fundamentally they were 
not entitled. 
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yestment broker or salesman feels that 
he is giving considerable of his time to 
these matters for which he feels he 
should be compensated. He should 
realize that by giving the best possible 
advice he is building up the goodwill of 
a clientele, but not many people take a 
long view in any situation, especially 
if they need the commission now! 

Of late, largely owing to the many 
real-estate racket committees, security 
holders have become particularly sus- 
picious and unwilling to support com- 
mittees. Furthermore, the various 
financial advisory bureaus as well as 
individual financial advisers, in order 
to play safe, have acquired the habit 
of telling security holders not to deposit 
with any committee until a plan is 
issued. This is putting the cart before 
the horse, because the issuing of a plan 
is the final act and cannot be worked 
out until many other matters are 
compromised or adjudicated. Nocom- 
mittee can attain the results leading 
up to a plan without the support of a 
majority, which is frequently composed 
of upwards of one or several thousand 
holders. ‘These small holders think 
that it makes no difference whether 
they deposit their one-thousand-dollar 
bond or not; they forget that possibly 
a thousand other holders have the same 
thought, and thus their interest suffers 
for lack of understanding or initiative. 

At present, therefore, committees 
are being organized which, even with 
the best possible intent, are unable to 
obtain the necessary support to accom- 
plish something constructive for the 
security holders. There are many 
issues at present which are suffering 
and will finally be completely extin- 
guished because suspicion has taken 
the place of confidence. 

It rains alike upon the just and the 
unjust! 


On the other hand, many a com- 
mittee is started in the expectation of 
being bought off in some manner. 
If the parties who more or less dominate 
the particular situation (whether they 
have organized a committee or not) 
feel that the committee will not inter- 
fere with their plans, then such a 
“strike” committee in effect starves to 
death; it cannot obtain sufficient de- 
posits to enable it to pay out-of- 
pocket expenses for advertising and 
circularizing.® 


Deposit Agreements 


The formidable looking documents 
called “‘deposit agreements” are the 
result of the evolution of experience 
and the sequence of court decisions. 
While these agreements are supposed 
to be more or less standard, with varia- 
tions to meet the exigencies of the 
different situations, they bear watching 
for jokers. 

When instructing counsel to draw a 
deposit agreement, the writer generally 
requests that it should give all the 
powers conceivable to the committee, 
be of standard form as to withdrawal 
privileges, etc., and that expenses should 
be limited to a percentage commensu- 
rate with the situation. The average 





*The writer knows of a situation in which there 
were two committees, both largely composed of 
investment dealers. The so-called opposition com- 
mittee which had made the customary extravagant 
accusations was compelled to capitulate because it 
had borrowed, in order to pay its expenses, about 1% 
on the 10% of the issue which had been deposited 
with it. When the particular bond issue declined in 
the market to about 3%, the depositary institution 
insisted on having its loan repaid. At that time no 
one else was willing to lend on the bonds except the 
original committee, which then had deposits of about 
35% and which now has in its physical possession, 
subject to a call loan, the bonds ostensibly repre- 
sented by the opposition committee. In this particu- 
lar case 75% of the issue was required to control the 
trustee, and as long as two committees were request- 
ing deposits, neither could make any headway. 
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security holder generally looks at the 
possible charges of the committee and 
at nothing else, which is obviously 
unsound but human. When a com- 
mittee is formed, it is very seldom 
possible to foresee what it has to do 
in or out of court, with what problems 
it will be confronted and how long it 
will have to function. On a large 
issue, involving ten million dollars or 
more in bonds, a charge of 1% should 
suffice to pay expenses and counsel, but 
if the case should drag through a court 
of appeals and a supreme court, then 
$100,000 might be quite inadequate. 
On an issue of one million dollars or 
less, 1% is insufficient unless the situa- 
tion is extremely simple. The diff- 
culty about this is that it may look 
simple at the beginning but may not 
turn out that way. The writer is 
connected with several committees, 
where the expenses of the committee 
and disbursements, other than for 
counsel fees, are limited to 1% and the 
matter of counsel fees is left open so 
as not to prevent the committee from 
taking the needful steps to protect its 
trust. 

It has become customary to limit 
deposit agreements to a period of five 
years, with the privilege of extension 
for a like period upon the consent of a 
majority. This privilege is availed of 
perhaps as often as once out of ten 
cases. It has also become customary, 
and is required by the New York 
Stock Exchange when listing certifi- 
cates of deposit, that security holders 
shall have the right for a reasonable 
length of time (generally 30 days) 
to withdraw their securities from the 
committee if the plan of reorganization 
worked out does not meet with their 
approval. ‘These so-called withdrawal 


clauses practically always provide that 
the parties withdrawing must pay their 


pro rata share of disbursements and 
expenses. The paragraph containing 
the withdrawal clause also provides 
that anyone not withdrawing within 
the time limit is presumed to be con- 
senting to the plan. In other words, 
those not voting are construed as voting 
in favor of the committee’s plan. This 
apparently curious provision is abso- 
lutely necessary because experience has 
demonstrated that many security hold- 
ers do not know what they should do; 
therefore, they do nothing. If a com- 
mittee were to wait for the affirmative 
consent of a majority, it would be 
necessary for it to interview the indi- 
vidual holders of certificates and repeat 
the annoying and expensive campaign 
which was originally necessary to secure 
deposits, plus the uncertainty of the 
time element and final effectuation of 
the reorganization plan, not on account 
of dissent, but for the lack of coopera- 
tion. The failure of a reorganization 
plan on account of dissent by a large 
proportion of the security holders is 
extremely rare. 

Reorganization plans generally repre- 
sent a compromise and mutual con- 
cession by all parties concerned, after 
they have become tired out by delays, 
costly litigation and the dread of more 
of this tocome. At the first sight of a 
plan, most of the security holders are 
dissatisfied; each class believes that it 
has been treated unfairly and that the 
others received too much. It has 
become a Wall Street saying that the 
test of the soundness of a plan is 
whether the objections from all parties 
concerned are fairly equal. Quite likely 
if holders had the right to withdraw 
their securities from a committee imme- 
diately upon promulgation of a plan 
and without any payment, they would 
do so, and no reorganization could 
ever be effected. However, the re- 
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quirement of making objections effec- 
tive by supplementing them with cash 
compels more careful consideration and 
leads to the acceptance of unwelcome 
facts which in any event are supposed 
to be better than even successful 
lawsuits. 

Substantially all deposit agreements 
provide that the committee may bor- 
row on the securities deposited in order 
to defray committee disbursements. 
Some agreements also provide that the 
committee may borrow money to settle 
and pay prior claims, etc. This right, 
while necessary, is seldom used. Com- 
mittees’ expenses, other than those for 
committee attorneys, consist of the cost 
of advertising, printing circulars and 
mailing them, traveling expenses, tele- 
grams, compensation to the depositary, 
which is more or less standard, and 
printing or engraving the certificates of 
deposit. Listing expenses, and now the 
expense of qualifying under the Securi- 
ties Act, are also included. Fees pay- 
able to committee members are hardly 
ever fixed until a reorganization plan 
is made effective, and then, of course, 
always within the limit fixed by the 
deposit agreement. 

In most transactions of any magni- 
tude, there are two sets of counsel. 
In the case of bonds, special counsel 
represents the mortgage trustee for the 
bondholders. In case of stockholders’ 
committees, besides committee counsel, 
as a rule there is counsel representing 
the corporation. It is considered nec- 
essary that the trustee for the bond- 
holders, who represents all the bonds 
under an always closely defined trust 
agreement, should be represented sepa- 
rately from the bondholders’ committee 
which may control, through deposit 
with it of anywhere from 25% to 95% 
of the issue, because some of the bond- 
holders who have not deposited their 
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bonds with the committee may (even 
if they never do) object to some action 
which the committee takes. No trust 
company will lay itself open to being 
sued by someone for having neglected 
or not fully complied with some pro- 
vision of the mortgage, no matter how 
technical. 

Experience has demonstrated that 
some lawyers never have any difficulty 
in finding a client who is prepared to 
sue a trust company in connection 
with the slightest neglect or oversight. 
Trust companies are frequently com- 
pelled to defend “strike suits.” Such 
litigation is brought largely because it is 
well known that no trust company 
wants the undesirable publicity of 
being charged with neglect or bad 
intent, and that it prefers to settle 
such claims irrespective of their merits 
whenever this can be done at not too 
exorbitant terms. Somebody has to 
pay for this; usually the costs are 
absorbed in the reorganization expenses 
as part of the outlays of the trustee 
and compensation to his counsel. 

As a matter of fact, individual 
security holders are very seldom asked 
to pay any of the expenses, because 
these are as a rule taken care of in the 
reorganization of the company, either 
out of cash on hand or out of assess- 
ments or the sale of securities. Of 
course, in any event the security 
holder pays the expenses, directly or 
indirectly, although, in a reorganiza- 
tion in which the stockholders are 
taken care of, it is the stockholders 
who in effect pay for everything. 


Formerly most committee agree- 


ments provided for the transfer of 
securities into the names of the mem- 
bers of the committee but now, since 
transfers of bonds as well as of stocks 
are taxable, the agreements merely 
provide that the committees have the 
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right to transfer the bonds or stock to 
their name; but they obviously would 
not incur the expenses for taxes unless 
for some legal reason this becomes 
essential. 

Deposit agreements also give the 
right to the members of a committee, 
or firms and institutions with which 
they may be connected, to participate 
in the underwriting of a reorganization 
plan and to become security holders of 
the reorganized company. Frequently 
such underwriting is necessary, and 
with it goes the customary commission 
or possibly a bonus in securities. If 
the agreement did not contain author- 
ization for such underwriting and cus- 
tomary commissions, the members of a 
committee would be debarred as 
trustees from participating in such 
transactions. 


Problems of Reorganization Committees 


After a reorganization plan has been 
agreed to in substantially every respect 
by committees representing the various 
classes of securities, it has become 
customary to appoint a reorganization 
committee or reorganization managers 
to deal with details and to put the 
plan into effect. This job requires 
experience in corporate affairs because 
the committee must cooperate with the 
attorneys in organizing a new company, 
supervise in principle the issue and 
detailed terms of the new securities, 
select the new board of directors, and 
deal with the Federal and state authori- 
ties in case of a public utility company. 
It has to meet and overcome promptly 
contingencies which sometimes arise 


quite unexpectedly. 

A reorganization committee as a 
rule consists of the chairman or some 
active representative of each of the 
committees interested in the company 
about to be organized, although some- 


times there may be two members of a 
committee which represents a very 
large proportion of the investment in 
the particular enterprise. 

Occasionally attempts are made by 
the directors of a corporation about 
to get into difficulties to nominate 
reorganization managers for the purpose 
of perpetuating control or other benefits 
which might be derived. Such an 
appointment on the part of a company 
about to go bankrupt obviously is not 
binding on any one and has generally 
proven to be merely a gesture which 
was resented by the various classes 
of security holders and quite ineffective. 

Incompetent Management.—Misman- 
agement or poor management is a 
matter of personal equation. It hap- 
pens in every kind of human enterprise, 
and cannot be prevented by law. 
It can be guarded against by support- 
ing only the right kind of committee. 
The average security holder, however, 
has great difficulty in knowing which is 
the right kind, just as he has difficulty 
in voting for the right kind of public 
official. Public election of a governor, 
mayor or any other official, or the 
selection by appointment of a district 
attorney or dog catcher, is no guaranty 
of capacity or good faith. Presumably, 
the same rules apply to the selection 
of a “doctor of finance” as those which 
one applies in the selection of a lawyer, 
physician, dentist, or even a builaer, 
carpenter or plumber. Does he know 
his business? Has he had the experi- 
ence to qualify him for the job? Is he 
honest ? 

Dishonesty.—Dishonesty or bad faith 
is fraudulent and a crime, fully punish- 
able under existing laws and court 
decisions. Additional legislation for 
the purpose appears superfluous, but 
the enforcement of existing laws is 
necessary. It would be particularly 
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helpful if the statutes against champerty 
could be enforced and if bar associations 
could punish some members of the 
profession for violation of the spirit 
or intent of the law, rather than be 
compelled to wait for definite proof of 
malfeasance. 

The average layman thinks the New 
Deal should include a thorough reform 
of legal practices, including the elimina- 
tion of shyster lawyers. ‘The layman 
also thinks that this probably would 
have been done long ago if it were not 
for the fact that legislative bodies are 
largely composed of lawyers. Every 
high-class lawyer, which includes a 
majority of the profession, would like 
to see such a result accomplished, but 
this, like most reforms, would have to 
be pushed by people outside of the 
particular walk of life. Probably the 


most effective way of accomplishing the 
desired result would be to empower bar 
associations to expel members of the 
profession who are guilty of practicing 


unethical methods. At present it ap- 
pears that practically no lawyer can be 
disbarred unless he is convicted of a 
crime. Obviously, nearly all practi- 
tioners who violate the spirit of good 
ethics or of the law know full well how 
to stay within the letter of the law.‘ 


‘Those dealing with reorganizations are aware of 
the greatly increased expenses caused by crafty 
legal practitioners who generally bring suits in the 


have a greater chance of getting a favorable verdict 
from a sympathetic judge or jury. For example, the 
writer is a member of a bondholders’ committee 
looking after a defaulted issue of hotel bonds. The 
hotel appears to be and, according to expert reports, is 
well managed, and there would be a number of dis- 
advantages in incurring the cost of putting it into 
receivership and foreclosure sale. Nevertheless, no 
doubt on a contingent basis, an attorney found a 
woman plaintiff with one share of preferred stock 
‘which stock is quoted in the market at 1 bid, offered 
at 3) who wanted to throw the hotel—a two and one- 
half million dollar concern—into the hands of receiv- 
ers on account of insolvency. The judge threw out 

e case, but the expenses of defending this law suit 


The New York Stock Exchange has 
the authority to expel members who 
are guilty of improper or unethical 
practices, and this it has used 
occasionally. 

Excessive Charges.—In the past, com- 
mittees and their counsel undoubtedly 
have at times made excessive charges. 
The fact that in other cases committee 
and counsel fees are entirely inadequate 
for the service rendered does not help 
the security holder who has been 
overcharged. 

In many instances of excessive 
charges, the judges have been fully 
cognizant of the facts and may be 
justly accused of leniency. With the 
present state of public mind on this 
subject, however, they are not likely 
again to err in that direction. If the 
judges are qualified to hold their high 
position, they should be equally well 
qualified and better able than any one 
else to pass on what is a fair fee in each 
case for committees and counsel. ‘The 
fact that here and there some judge in 
the past has been easy is not an argu- 
ment for placing this power elsewhere 
and on some body or individual less 
qualified. 

Recent legislation concerning rail- 
road reorganizations provides that com- 
mittee and counsel fees have to be 
approved by the Interstate Commerce 
Commission.’ This will prevent ex- 
cessive charges in railroad reorganiza- 
tions, but it is very likely to go too 
far in the opposite direction. 

The writer is not a lawyer but has 
had much contact with the legal fra- 





together with the expenses of witnesses to attend the 
trial in a city 50 miles away from the location of 
the hotel occasioned an outlay of several thousand 
dollars which, in this case, in the final analysis has to 
be paid by the bondholders because the stock has no 
equity whatever. This is a fair example of literally 
thousands of cases which clog the courts and impede 
reorganization. 
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ternity, and realizes that as a rule the 
layman overlooks or forgets the amount 
of training and experience required, also 
the infinite amount of detail, together 
with the time it takes thoroughly to 
prepare, try, and adjust cases. It is 
dificult to sit in judgment and weigh 
with exactness the value of any profes- 
sional services, whether they be those 
of a lawyer, physician, surgeon or any 
other expert adviser. In adjusting 
fees there is much to the remark of a 
surgeon who had performed success- 
fully a complicated operation. The 
wealthy patient had complained about 
the bill for $1,000, to which he received 
the reply, “I did not charge you $1,000 
for the operation—I only charged you 
$50 for the actual work and $950 for 
knowing how.” 


Conclusion 


The form of the deposit agreement 
has finally become more or less 
standardized. The Stock Exchange, 
before listing certificates of deposit, 
now insists on a provision that the 
depositors shall be given, for a reason- 
able period, the right to withdraw their 
bonds if no plan is promulgated within 
five years. No doubt small improve- 
ments in the deposit agreements will 
be evolved here and there; for instance, 
provisions for payment of interest and 
distribution of principal without the 


customary and annoying requirement 
to have actual certificates presented to 
be stamped for the purpose of recording 
the particular payment. 

The only power contained in many 
agreements which is capable of abuse, 
is the authority to committees in effect 
to fix their own fees. Legislation to 
curb this power does not seem to be at 
all necessary. It is undesirable be- 
cause it would tend to limit fees too 
closely and thus discourage competent 
men from serving. It is of much more 
importance to get efficient committee 
men, even at a heavy expense, than to 
get inefficiency which is dear at any 
price. Any court would take cog- 
nizance of exorbitant fees upon the 
complaint of any bondholder. Never- 
theless, the Securities and Exchange 
Commission can easily control this 
situation by requesting the various 
stock exchanges not to list certificates 
of deposit which do not properly 
circumscribe this power. Public 
opinion would then force any con- 
mittee, whether its certificates of de- 
posit be listed or not, to comply with 
such a requirement. 

My conclusion, after 38 years of 
experience on protective committees, 
is that legislation cannot make people 
either honest or competent and that 
statutory limitations should therefore 
be avoided. 
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TIME 


SHIFT in the ratio of the time 
A deposits of banks to their de- 
mand deposits has been among 
the elementary and well known tend- 
encies of the past decade, but the 
prevailing authoritative opinions con- 
cerning the influences which have 
brought this about have been inade- 
quate. It has been acknowledged, for 
example, that “the pronounced growth 
of time deposits in the United States 
is a post-war phenomenon not yet 
fully understood.”! But the typical 
explanation of their growth is similar 
to that of H. Parker Willis who at- 
tributes it to an excessive competition 
between banks, which disposes them to 
pay high rates of interest and to shift 
funds, which ordinarily would be held 
on demand, into the time classification.? 
It has also been asserted repeatedly as a 
major explanation by representatives 
of the Federal Reserve System that a 
reclassification of deposits has been 
responsible for a substantial part of 
the growth in the time deposits of 
member banks.* A considerable part 
of time deposits, so the argument runs, 
does not represent genuine savings and 
should be classified in the demand 
category. There has been, in other 
words, a “‘violation of the intent of the 
law” and an “‘inducement for evasion” 
because of the lower reserve require- 
ments on time deposits. 
It will be our purpose to indicate 
that such explanations grasp at super- 


‘Williams, John H., in a review of J. M. Keynes’ 
“A Treatise on Money,” Quarterly Journal of Econ- 
omics, August, 1931, p. §64. 

* Cf. Keynes, J. M., 4 Treatise on Money, II, 17. 

* Report of Committee on Bank Reserves of the 
Federal Reserve System (1931), pp. 14-15. 
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ficial causes, and, in substantiation 
thereof, data will be presented in a 
series of five tables in which it will be 
shown that the increase in the propor- 
tion of time deposits has been inter- 
national in its scope. The first table 
will indicate that the relative amount of 
time deposits rose in England after the 
termination of the War as well as in the 
United States; the second and third 
tables will show that time deposits 
increased relatively and absolutely 
throughout most of the world; the 
fourth table will point to the fact that 
the outstanding shift in the composi- 
tion of deposits in the United States 
occurred among national banks, the 
explanation for which is evident in 
changes in laws governing the extent 
of their activities; and the fifth table 
will indicate, by a comparison of 
institutions which are eligible for mem- 
bership in the Federal Reserve System 
with others which are not eligible, that 
influences which have almost nothing 
to do with reserves have been responsi- 
ble for the changes in the proportions 
of time and demand deposits. In a 
succeeding section of the paper several 
important factors which may bring 
about a shift in the composition of 
deposits will be outlined, and this 
exposition will then be given practical 
application by a discussion of the 
influence on bank deposits of some of 
the events of the past twenty years. 


J 


It became apparent after the passage 
in 1913 of the new Federal Reserve 
banking legislation that national banks 
were at a disadvantage with respect to 
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state banks: 1.¢., the regulations or 
customs under which national banks 
operated hedged in their rights to make 
loans on real estate, engage in the 
trust business, accept savings deposits 
or carry on the functions of investment 
banking. The advantages accruing to 
these banks in the form of public 
prestige, because of Federal supervision, 
began to be outweighed by the dis- 
advantages, particularly after the for- 
mation of the Federal Reserve System, 
which enabled the flexible provisions of 
the state charters to be administered 
within the framework of the national 
agency. If defections were to be pre- 
vented, it was considered desirable that 
the national bank legislation should be 
loosened up. This was done by enlarg- 
ing the permissible amount of real- 
estate loans and by extending the time- 
span of their maturity, by explicitly 
legalizing the savings-deposit and trust 
business, and by offering no objection 
to a movement toward the affiliation 
of bond buying and selling organiza- 
tions. It would appear, then, that an 
obvious explanation of at least one 
phase of the rapid expansion of com- 
mercial-bank time deposits would run 
in terms of the changed procedure; but 
a principal explanation has been, never- 
theless, that a surreptitious shifting of 
funds from the demand to the time 
category has unnaturally swollen the 
latter. 

In Table I are set forth some data 
relative to the international banking 
situation which point to a different 
conclusion from the one mentioned 
above. An outstanding fact is the 
decline that took place after 1919 in the 
proportion of demand deposits in both 
England and America, the movement 
of which was particularly strong in the 
case of England. The return of de- 
posits in 1929 to their pre-war status in 





that country is evidence of the ab. 
normal situation which had been gen- 


Taste I. Demanp Deposits 1n ENGLAND AND THe 
Unitep STATES AS A PERCENTAGE OF Tora. 
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1929 47 52 53.2 














Source: For the United States, Reports of the 
United States Comptroller of the Currency, revised 
to eliminate deposits “not classified”; for England, 
Keynes, J. M., 4 Treatise on Money, II, 9. 


erated. The wrenching of the British 
financial system had, in fact, led toa 
doubling of banking resources in a few 
years, as in America, but the shifts in 
the international position of the two 
nations were of a different kind, in that 
England sold foreign investments in 
quantity and became a commodity 
importing nation on balance, whereas 
the United States became an exporter 
and a lender of capital. Because of 
this diversity, it is not strange that 
the proportion of time deposits of 
England fell sharply prior to 1920, 
whereas those of America rose slightly. 

In Table, II, likewise, “current ac- 
counts and sight deposits” of commer- 
cial banks, presented as percentages of 
total deposits, demonstrate the wide- 
spread downward inclination of the 
proportion of demand deposits and the 
increase of time deposits. In Canada, 


Germany, the Netherlands, Argentina, 
and Australia, as well as in the United 
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States, the amount of time deposits has 
risen relative to19g19. Only in Switzer- 
land has the reverse been the case, and 


Taste Il. “Current Accounts anp_ SIGHT 
Deposits” oF CoMMERCIAL Banks as A PER- 
CENTAGE OF ToTaL Deposits 





Country 1913 | 1920 | 1925 | 1928 | 1929 





United States of 
America..... oo | ne Meare 57.1%|56.6% 


Canada... «ican 36.2 |32.5%|27.7%|29.0 |30.4 
England and 

Walt. ..i-scceheeeess 63.8 |57.6 {55.8 {54.1 
Germany...... 56.9 |78.6* [51.4 |38.4 |37.1 


Netherlands....|55.2 |69. 54.0 |47.1 [47.6 
Switzerland....|/32.5 |32.5 |30.6 |28.7 |29.5 
Argentina...... 39-9 |41.0 138.0 |36.7 |33.3 
Australia....... 41.6 [52.6 (43.3 |38.6 [36.5 




















* For the year 1923. 
Source: Memorandum on Commercial Banks by the 


League of Nations (1931). 


it is probable that large amounts of 
short-term capital have been received 
by it from the citizens of other coun- 
tries who distrusted their own govern- 


TaBLeE III. 
(1) (2) 
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ment or its currency. In both Canada 
and the United States the recession in 
the proportion of demand deposits is 
shown to be considerable, although its 
underlying causes in Canada may not 
be attributed to changes in banking 
legislation which altered reserve re- 
quirements. An interesting feature is 
the narrowing of the spread between 
the English and American ratios until 
in 1929 they were almost identical. 

The United States took a leading 
position in the international financial 
markets after 1914, and it would not be 
surprising to find that there had been 
some lessening of the differences in the 
composition of deposits between it 
and other industrial nations. Table 
III, in fact, supports the belief that 
the ratio of demand to total deposits of 
the United States would tend to ap- 
proach those of other nations. This is 
seen in column § in which differences 
existing in 1913 in the relationship of 
demand to time deposits in Europe, 
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America.......|10.683|19.511| 182 |20.885/34.016| 163 |31.865/53.975| 169 | 56} 50 | 29 | 30 





























Source: Appendix V of the “Interim Report of the Gold Delegation” of the League of Nations (1930). 
















North America, and the World exclu- 
sive of North America, have been 
reduced in the subsequent period end- 
ing in 1928. It is further significant 
that demand deposits of commercial 
banks in Europe and North America 
(column 4) are, proportionately, so 
nearly alike. ‘This has been true not- 
withstanding the fact that in the 
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1914 | 91 64 | 66 58 

1920 | ae rere 55 
1930} 55 | 49 63 








Source: Annual Reports of the United States Comp- 


troller of the Currency. 
* Por the year 1921. 


fifteen years succeeding 1913 there was 
a tremendous devaluation of currencies, 
and that the rate of expansion of de- 
posits in America (columns I, 2 and 3) 
was largely in excess of that of Europe. 

With respect to the expansion of 
banking assets and deposits in the 
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United States, it is evident in Table [V 
that the relationship of time to demand 
deposits of the loan and trust companies 
was the same in 1921 and 1914, and that 
the percentage amount of time deposits 
for all banks reporting to the Comp. 
troller of the Currency increased very 
little between 1914 and 1920. It fol- 
lows that the outstanding shift of 
deposits occurred among the national 
banks; e¢.g., demand deposits fell during 
that period from 91% to 76% of the 
total deposits of that group of banks. 
Inasmuch as the standard set by 
examiners of national banks has usually 
been considered above that of state- 
regulated institutions, there is no rea- 
son to believe that a _ surreptitious 
shifting of deposits would be more 
prevalent among national banks than 
others. It is plain, therefore, that the 
impetus to the change in the composi- 
tion of national bank deposits was 
derived from laws and_ regulations 
which permitted an extension of their 
investment and trust business. This 
conclusion is substantiated by the 
continued transition by national banks 
after 1920 towards banking of a mixed 
type, the final result of which was 
evident in 1930 in a leveling out of the 























Taste V. GrowtTH oF THE Resources oF BANKs AND Lire INSURANCE COMPANIES 
IN THE UNITED STATES FROM IQI4 TO 1930 
| National and State Stock and Mutual 
| Commercial Banks, Stock and Mutual Life Insurance Savings Banks and 
| and Loan and Trust Savings Banks Companies Life Insurance 
Companies Companies 
Years on 
Ended | 
June | Resources | Resources Resources Resources Per Cent 
30th | (In Billions Per Cent | (In Billions | Per Cent | (In Billions | Per Cent | (In Billions a an 
| of Dollars) Increase | of Dollars) | Increase | of Dollars) | Increase | of Dollars) — 
| 
1914 aa Serene | a Ge RES SERS! 4.71 en Mere $6.96 Bigsciewsss 
1920 | 44.52 109 7-13 31 6.94 47 14.07 38 
1930 | 62.09 39 | 11.82 66 18.03 159 29.85 112 








Source: Annual reports of the United States Comptroller of the Currency. 
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amounts of time and savings deposits 
between the several classes of banks 
eligible for membership in the Federal 
Reserve System. 

Table V classes the resources of 
institutions which receive time deposits 
and savings into two groups, 212., 
those which are eligible for membership 
in the Federal Reserve System (na- 
tional banks and state commercial 
banks and trust companies) and those 
which are not (stock and mutual 
savings banks and life insurance com- 
panies), for the purpose of revealing the 
extent to which time and savings 
deposits have grown within the Federal 
Reserve System as compared with the 
growth outside of it. The table indi- 
cates that from 1914 to 1920 there was a 
very rapid increase in the resources of 
national and state commercial banks 
and trust companies as compared with 
stock and mutual savings banks and 
life insurance companies. ‘The growth 
of the former was so fast, in fact, that 
part of it may reasonably be attributed 
to a slowing down of the growth of 
stock and mutual savings banks be- 
cause of the diversion of deposits from 
them by national banks, which had 
been empowered to receive savings 
deposits. From 1920 to 1930, how- 
ever, the growth of resources of the 
banks eligible for membership in the 
Federal Reserve System was exceeded 
by a wide margin by stock and mutual 
savings banks and life insurance com- 
panies, none of which had any reason 
for conforming to regulations governing 
reserves against deposits of institutions 
which were eligible for membership in 
the Federal Reserve System. The 
argument that time and savings de- 
posits had grown so rapidly because 


of the inclusion of demand deposits in 


the time category for the purpose of 
legal reserves is, therefore, inapplicable 





to them. It was the resources of this 
type of institution which expanded 
most rapidly in the period from 1920 to 
1930. It appears that the increase in 
time deposits of national and state 
commercial banks and trust companies 
was part of a widespread movement 
with a deep-seated origin. The phe- 
nomenon was international in its scope. 


II 


It will be our purpose here to point 
out several important standpoints from 
which to approach the study of time 
deposits, and to indicate some of the 
circumstances which bring about a 
change in their quantity and composi- 
tion. Attention will first be called 
to the proposition that the assets of a 
bank rise and fall with its liabilities; 
that a bank’s investments and long- 
term loans are offset by time deposits, 
capital and surplus; and that these 
assets and liabilities rest upon and are 
correlated with the fixed and circulating 
capital of industry and agriculture. 
It will, secondly, be noted that the 
economic theory of the capitalization 
of value is one of the most general 
bases for a consideration of time de- 
posits. It will be indicated, in the 
third place, that the type of a country’s 
economic organization, shifts from one 
level of industrial development to an- 
other, changes in the habits of a 
community with respect to the use of 
currency, and the policy adopted by a 
nation with respect to its economic 
surplus are among the influences which 
alter the character of bank deposits. 
The influence, finally, of the business 
cycle on time deposits will be given 
recognition. 

The assets of the banks of a system 
are correlated with the liabilities in that 
the liquid or free assets (such as, ¢.g., 
cash, commercial paper, and short-term 
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loans) are offset by demand deposits, 
and the investments and long-term 
loans are offset by time deposits, 
capital, and surplus. These assets and 
liabilities have in turn a cross reference 
in that the liabilities represent assets 
and the assets represent liabilities of 
corporations or individuals dealing with 
the banks. This interrelationship be- 
tween banks and industry is not a 
fortuitous one; it is built solidly into 
the industrial structure, and any varia- 
tion in the tempo of industry is at 
once felt, at one or more removes and 
in an attenuated form, by the banks 
themselves. It could also be shown in 
this connection that agriculture, rail- 
roads, public utilities, and factories 
obtain, in any given period of years, 
a typical percentage of their fixed and 
circulating capital through banks. 
Such percentages are not constant, of 
course, for they reflect the activities 
of all the enterprises upon which they 
are based; they would rise or fall, so 
far as their absolute amount is con- 
cerned, with oscillations in the level 
of prices and the prosperity or deca- 
dence of the particular industry. 

The relationship which time deposits 
have to demand deposits is dependent 
on the structure of industry (including 
agriculture) in that the manner in 
which production is carried on deter- 
mines the relationship of the fixed to 
thecirculatingcapital. In other words, 
as machine processes are extended or 
contracted, as “‘roundabout”’ methods 
of production are lengthened or short- 
ened, or as production for a distant 
market becomes more or less specialized, 
there is a coincident shift in the pro- 
portions of capital equipment and 
consumption goods. Since banks func- 
tion primarily as intermediaries in the 
production and sale of the goods pro- 
duced, it is evident that alterations in 





the industrial system presume also a 
change within the system of banks, a 
part of the assets of industry being 
represented in an abstract or attenuated 
form within the banking system. The 
same is true of the liabilities which, 
as an inverted expression of the assets, 
are claimed as assets on the books of 
some other economic group. Concern- 
ing the manner in which the set-up of 
any particular industry is reflected 
directly within a system of banks, it is 
evident that industrial manufacturing 
concerns would negotiate more short- 
term loans through banks than, say, 
electric public utilities, if only for the 
reason that a much larger part of the 
capital of public utilities is in a fixed 
form. It would be expected, on the 
other hand, that the indirect granting 
of credit by banks to public utilities 
through the purchase of their bonds 
in the open market would exceed such 
purchases of industrial bonds because 
of the relative stability of a public 
utility and the large volume of capital 
which it has been customary for them 
to obtain through bond issues. 
Changes in production methods bring 
about alterations in the structure of the 
banks. As factory production, for in- 
stance, becomes more important and 
that of agriculture declines, a larger 
percentage of the wealth of a nation 
would come to be centered in banks 
because of the fact that the expression 
of values in terms of money, the in- 
creased use of machinery, and an 
extension of banking facilities go hand 
in hand. Similarly, the substitution 
of power generated hydro-electrically 
for that produced by steam would 
lessen the importance of coal mining; 
the result of which would be a change 
in the type of industry to which credit 
is granted, and the likelihood that the 
relationship of time to demand deposits 
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and of long-term to short-term loans of 
banks would be affected. Such shifts 
are constantly in progress. 

The theory of the capitalization of 
value is one of the most general of the 
standpoints from which to consider the 
relationship of time to demand depos- 
its. Capital value is, according to a 
leading expositor of the meaning of 
interest,* discounted or capitalized fu- 
ture income. It follows that a high 
interest rate and a large degree of risk 
is accompanied by a relatively low 
valuation of capital goods and that the 
reverse is true when interest rates are 
low and the risk small. Moreover, the 
capitalization process itself affects most 
those goods with a long life and least 
those with a short one, inasmuch as the 
income on the durable goods is spread 
out over a period of time in the distant 
and uncertain future. Consumption 
goods would be least affected because 
they could be utilized immediately, and 
the contingency of destructive adverse 
events averted or the pressing needs 
of the immediate present satisfied. 
The composition of deposits in the 
banking system would, therefore, be 
expected to undergo transformations 
which would conform to major oscilla- 
tions in the rate of interest, since the 
effect of a change in the rate has an 
unequal effect on the relationship of 
fixed to circulating capital and, in- 
directly, on time and demand deposits. 

The type of a country’s economic 
organization and shifts from one level 
of industrial development to another 
is also an important cause of changes 
in the relationship of fixed to working 
capital or of time to demand deposits. 
Production in a predominantly agri- 
cultural country evidently calls for a 
different sort of banking structure from 


‘Irving Fisher, in The Theory of Interest. 


that of a highly industrialized one such 
as, ¢.g., England. Banking structures, 
moreover, differ for other reasons than 
the presence of advanced and retarded 
stages of industrialization. Compari- 
sons between nations are also affected 
by habits in the individual countries 
with regard to the use of metallic and 
other currency, developments in the 
use of checks and bank credit, the 
extent to which resources are repre- 
sented by banks, and the channels 
through which savings are invested. 
In Germany the tie-up of banks and 
industry is very close, whereas in Eng- 
land a more strictly commercial type of 
banking is prevalent. Furthermore, 
the degree to which values have been 
capitalized and represented publicly 
by securities is not always the same. 
Thus, from 1925 to 1930 there was an 
expansion in the United States in the 
number of enterprises whose net worth 
was capitalized, and given greater 
financial representation, by passing 
into the hands of the public by way of 
stock exchanges. Banks participated 
in this movement by making loans 
secured with stock-exchange collateral. 

The policy adopted by a nation with 
respect to its economic surplus will 
have an important influence on the 
banking structure and at the same time 
on the composition of deposits. This is 
exemplified by England, which chooses 
to expand manufacturing industries 
by making loans abroad. Many of 
these funds could conceivably have 
been invested at home in projects such 
as the electrification of steam railways, 
the return on which would have fallen 
to a low level. The United States 
similarly chose after 1914 to risk foreign 
investments, although it might have 
diverted its efforts to the development 
of the Tennessee Valley or the razing 
of slums. France, on the other hand, 
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has in recent years been conserving its 
resources by keeping a part of them 
idle in the form of a large stock of gold. 
The policy adopted in each. instance 
has necessarily affected the liquidity 
of the banks, the type of their loans and 
deposits and, through the operation 
of the long-term rate of interest, the 
proportion of time deposits. It should 
be recalled in this connection that the 
lowering of the “real” rate of interest 
widens the use of capital goods and 
builds up time and savings deposits, 
whereas a rise in the rate tends to have 
the opposite effect. 

Cyclical movements of industry are 
among the factors which modify the 
distribution of the national income and 
its consumption, thereby affecting the 
character of deposits. ‘They increase 
the risks of enterprise, for instance, by 
making judgments more difficult con- 
cerning the disposition of the funds 
available. ‘Technical or broad-gauge 
changes which smooth out the oscilla- 
tions of industry or expedite the con- 
trol of their operations will, therefore, 
make the expansion or contraction of 
fixed and circulating capital and of 
time and demand deposits less variable. 
According to the theory of banking, a 
commercial bank acts in one of its 
essential functions as a reservoir for 
funds and a conservator of capital by 
passing on the temporarily superfluous 
funds of seasonally slack businesses to 
those that need them during an up- 
swing. Extensions or improvements, 
accordingly, in the structure of the 
financial markets which enable funds 
to be shifted easily from one part of 
the country to another, or which bring 
the parties of a transaction together 
with less uncertainty, will alter the 
need for a large reserve of working 
capital. In the same way, when trans- 


portation is fast and reliable, when the 


labor turnover is low, and when con. 
sumer demand is stable or readily 
estimated and the necessity of ordering 
large stocks of goods ahead is non- 
existent, working capital may be re. 
duced, the effect being transmitted to 
cash needs, hence deposits. 

Cyclical variations in business actiy- 
ity also affect the amount of money 
available for investment purposes, 
According to the exposition of Gustav 
Cassel, there is a relatively considerable 
formation of capital at the beginning of 
an upward swing of business. This is 
followed by advances in wages and 
prices, which result in a diminution 
in the rate of capital formation because 
the working classes begin to consume a 
large part of their income; and as the 
top of the cycle approaches, a strin- 
gency in the supply of capital then 
begins to develop.® The significance 
of such an analysis with respect to 
deposits resides in the fact that changes 
in the rate of capital formation are 
accompanied by continuous readjust- 
ments in the relationship of fixed to 
circulating capital, together with a 
concomitant growth or a decadence of 
particular industries. These  varia- 
tions are in turn transmitted to the 
system of banks in the form of changes 
in loans and deposits and _ their 
relationships. 

A variable need for short-term credit, 
with an indirect effect on deposits as 
the price rises or falls or as business 
becomes active or stagnant, is, further, 
one of the phenomena of a _ business 
swing. In a period of rapid deflation, 
for instance, there may be an im- 
mobilization of credits whereby short- 
term advances acquire the character 
of long-term credits. There is a tend- 


5 Cassel, Gustav, Theory of Social Economy, pp. 
594-595- 
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ency, moreover, for deposits to shift 
from current to savings account when 
prices are falling and the need for a 
rapid turnover of money is reduced. 
The substitution of credit of the Recon- 
struction Finance Corporation for that 
of banks and other financial institutions 
in recent years has incidentally affected 
the rate and incidence of liquidation. 
All these factors affect the composition 
of deposits because of the reciprocal 
action of assets and liabilities. 


III 


In connection with the ideas which 
have been set forth in preceding sec- 
tions, we May now interpret further 
the significance, with respect to the 
deposits of banks, of some of the 
financial events which have taken place 
in the past twenty years. We shall, 
first, depart slightly from the main 
theme in order to consider briefly 
evidence that a shortage of capital, 
of which mention was made, develops 
at the top of a boom. Knowledge 
concerning the course of capital forma- 
tion is of particular importance for 
banking policy, inasmuch as only mud- 
dled results are possible if an attempt is 
made to force credits into industry or 
contract them at a time when the 
opposite procedure is called for. Sec- 
ondly, the theory of capitalized value 
will be given application and confirmed 
by comparing the actual trends of time 
deposits since 1914 with the trend 
which would be anticipated from the 
clue given by the movement of interest 
rates. 

Professor Cassel’s deduction that 
there is a shortage of capital at the top 
of a business boom has been amply 
demonstrated by events since 1929. 
Then and subsequently there was a 
widespread belief in financial circles 
that there was a superfluity of capital. 
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Vast amounts of money flowed into the 
call-loan market, stocks advanced 
steadily, and huge foreign loans then 
and previously were negotiated. Call- 
money rates finally advanced in 1929 to 
a high level, foreign loans ceased, and 
bond prices sagged slightly; but the 
banks took over the collateral loans 
withdrawn from the stock market, call- 
loan rates subsided, and yields on 
United States Government and other 
high-grade short-term bonds receded 
to a very low level. The opinion still 
persisted that money was extremely 
plentiful, and arguments were advanced 
to prove it by pointing to the Federal 
Reserve and its stock of gold, and the 
low yields on some types of securities. 
In the meantime some significant 
money-market indicators were over- 
looked. The real-estate market as 
early as 1928 exhibited weaknesses 
which eventually led to its collapse, and 
by 1930 the foreign bond market had 
become acutely weak. 

The discrepancy between Cassel’s 
theory that there is shortage of capital 
in the upper section of a cycle and the 
prevailing interpretation of the situa- 
tion in 1929 and thereafter appears 
to have a source in the measurement 
of interest rates by centering attention 
on a limited section of the capital 
market. If an average of interest 
rates had been used which weighted 
the interest rates on real-estate mort- 
gages and bonds and other sections 
of the capital market, it might have 
been seen that there was no super- 
abundance of capital. Another mis- 
interpretation consisted in regarding 
the supply of capital from the stand- 
point of its absolute rather than its 
relative quantity. ‘The United States 


6 Memorandum on Commercial Banks by the League 
of Nations (1931), pp. 41ff. 
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had more gold in its vaults in 1929 than 
usual, and it is probably true that the 
world was richer than at any time since 
1915, if not in its history; yet the 
crucial factor was not the amount of 
capital but the elementary proposition 
that its scarcity or plethora is deter- 
mined by the two-sided action of 
supply and demand. Relative to the 
projects which had been called into 
existence, the growing laxity of financial 
administration, and the economic waste, 
the strain was becoming too great anda 
collapse ensued. Prices for most types 
of American bonds eventually testified 
to the scarcity of available long-term 
funds. 

In a preceding section it was stated 
that one way of regarding time deposits 
was to view them from the standpoint 
of capitalized value. Time deposits, 
that is, have their basis in the fixed 
capital of industry and it in turn derives 
its value from a capitalization of its 
yield. An annual income of $1 a year 
in perpetuity, for instance, would, at an 
annual interest rate of 1%, have a 
capitalized value of $100, whereas at 
2% its value would be only $50; as the 
interest rate rises the capital value 
falls, and as the rate falls the capital 
value rises. If this idea is applied © > 
our problem it may at first seem to give 
contradictory results, since both in- 
terest rates and the cost of capital 
goods rose between 1914 and 1920. 
It may be seen, however, that in this 
instance we have two variables instead 
of one—the rate of interest and the 
price level. The indications are, in 
brief, that the price of capital goods did 
fall relative to the rate of interest. 


In any event, a rise in both interest 
rates and price levels would be un- 
likely to take place in equal amounts; 
a shift, therefore, in the relationship of 


fixed and of 


to circulating capital 
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demand to time deposits could be pre- 
dicted with certainty. The data which 
have been presented elsewhere sub- 
stantiate this contention in that time 
deposits for almost all nations fell, from 
1914 to 1920, relative to demand de. 
posits. This was particularly true of 
Germany, upon which the strain of the 
War was particularly severe. After 
peace was declared, the drain on its 
resources became so great that in 1923 
more than 78% of total deposits of its 
commercial banks consisted of demand 
deposits, and its mortgage banks had, 
at the end of 1924, only 7% of their 
1913 resources.’ 

In contrast to most of the world, 
there was very little tendency in Switz- 
erland and the United States for time 
deposits to fall relative to demand 
deposits between 1914 and 1920, al- 
though rising interest rates and price 
levels affected these nations along with 
the others. The special situation of 
each of these nations explains this 
seemingly anomalous circumstance. 
In the case of Switzerland we have a 
neutral nation with a high reputation 
for integrity; thus, the flight of much 
capital from surrounding countries was 
toward Switzerland and tended to 
build up the time deposits there. 
Similarly, the neutral position of the 
United States served for some time to 
draw stores of European capital into 
our banks for the payment of war 
supplies, and simultaneously therewith 
to expand the fixed capital equipment. 
The action of these two forces was 
almost sufficient to counteract opposite 
tendencies at work in connection with 
higher interest rates and capitalization 
of the values of the productive equip- 
ment. ‘The net result of all this was a 
ratio of time to demand deposits in 


? Ibid., p. 132. 
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1920 which was almost identical to 
that of 1914 (Table IV). 

Some time after the termination of 
the World War the general price level 
and interest rates ceased to rise, and 
with the restoration of more normal 
trade relations the time-deposit ratio 
began to increase. From the stand- 
point of the capitalization of value this 
was to be expected, since the existing 
capital equipment would now be cap- 
italized at a lower rate.* The falling 
of the rate of interest itself had back 
of it a number of constructive factors, 
such as: the restoration of a more free 
flow internationally of goods and ser- 
vices, thereby enabling productive 
processes to be lengthened; the cessa- 
tion of the drain on industry for the 
destructive purposes of war; the in- 
crease of the supply of labor available 
for productive purposes; and the restor- 
ation of obsolete and depreciated capi- 
tal equipment. All of these tended 
after 1920 to increase the proportion of 
fixed capital and, coordinately, the 
proportion of time deposits. The ratio 
of the latter in English banks was 
precisely the same in 1929 as in I913 
(Table I). 

Finally, the United States experi- 
enced, along with Europe, a decline of 


*Germany was, through the loss of the War, an 
exception in that the ratio of time to demand deposits 
did not begin to increase until after 1923. 


interest rates after 1920 and a per- 
sistent increase in the proportion of 
time deposits. From the standpoint 
of the rate of interest this was to have 
been expected. The factors which 
worked in that direction were, 
indeed, many and propitious. It is 
probable, in the first place, that the 
increasing use of industrial methods 
would have normally brought about a 
slow increase in the proportion of fixed 
capital used in industry or, from the 
standpoint of banks, in the proportion 
of time deposits. This follows from 
the fact that the lengthening of indus- 
trial processes involves the use of rela- 
tively more capital equipment. In 
addition thereto an impetus was given 
to the movement by a policy of supply- 
ing Europe and many other parts of 
the world with goods which were paid 
for through issues of foreign bonds or 
promises to pay. ‘These were sold to 
American individuals and banks. In- 
dustrial activity was thus maintained 
at an artificially high level by a pro- 
cedure which augmented long-term 
loans and time deposits. Moreover 
this tendency was abetted by Federal 
banking policies which gave little re- 
straint to a movement which inflated 
deposits in North America, with respect 
to 1928, to 305% of their 1913 total, as 
compared with 169% for the remainder 


of the world (Table III). 











SILVER—ITS STATUS AND OUTLOOK 


By GEORGE ALBERT SMITH, JR. 


situation and the silver industry 

is badly confused today. This 
confusion arises because the frequently 
publicized claims on behalf of silver 
pertain to both industrial and monetary 
problems; they are advanced, on the 
one hand, by economists whose avowed 
interest is the public weal and, on the 
other hand, by industrialists who deal 
in silver for a livelihood. Hence, the 
facts usually are beclouded by the 
political, economic, or pecuniary bias 
of the writers, most of whom are loath to 
disassociate the monetary implications 
of silver from the objective factors of 
the industry. 

An effort to show the actual status 
of the silver industry will be attempted, 
without introducing any evaluation of 
the conflicting claims of bi- or mono- 
metalists. Nor is any criticism of 
trends contemplated; their existence is 
merely recognized. Attention is di- 
rected to the markets whither silver is 
sold and to the sources whence it is 
derived. The behavior of its price 
will be considered and compared with 
contemporary price declines of similar 
and dissimilar commodities. Its eco- 
nomic importance as an industry will 
be noted. Finally, consideration will 
be given to the recent steps taken by 
our own government in its attempts 
“to do something for silver.” 


Pisicusti opinion regarding the silver 


Demand 


The demand for silver is threefold: 
(1) for coinage and basic money; (2) 
as a raw material in industrial manu- 
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facture; and (3) for hoarding in Oriental] 
countries, chiefly India and China. 

Money.—The demand for silver as 
money presents an uncertain picture, 
The virtually world-wide abandonment 
of silver as a metallic base is a matter of 
quite common knowledge. Great Bri- 
tain led the way in 1816, and other 
nations rapidly followed, in espousing 
the single gold standard, limiting the 
use of silver to subsidiary coinage and 
disposing of their excess stocks. By 
the beginning of the World War, 
China remained as the only consider- 
able nation still adhering to a silver 
standard. India, sometimes _ erro- 
neously believed to have held to a silver 
standard, discontinued free silver coin- 
age in 1890. However, she did con- 
tinue to use tremendous stocks of silver 
coin until 1926, and, as shall be noted 
later, she has absorbed silver since time 
immemorial for hoarding. 

Some sporadic attempts had been 
made by various countries, conspicuous 
among them our own, to reinstate 
silver or to employ bi-metallism in 
some form, but these trials invariably 
proved themselves undesirable and were 
abandoned. Significantly enough, per'- 
ods of depression have usually excited 
agitation for silver legislation, but with 
the return of prosperity that enthu- 
siasm has waned. 

This almost unbroken fall in the use 
of monetary silver, although partially 
offset by an increase in other demands 
for silver, was never matched by a 
commensurate reduction in its output. 
This resulted in a growing disparity 
between the value of silver and the 
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-alue of gold. Whereas in 1870 the 
ratio to gold had been and was still 
lose to the traditional 16 to 1 (15.6 
1o 1), by 1914 it was 36.8 to 1. The 
next year, however, saw the begin- 
ning of a temporary reversal of this 
movement. 

During the World War, certain 
wers gave considerable impetus to 
the use of silver for subsidiary coins— 
chiefly British India. At the same 
time internal troubles in Mexico re- 
duced that country’s mine output. 
These concerted forces raised the price 
of one ounce of fine silver from 49.7¢ 
in I915 to $1.11 in 1919. ‘This rise 
and the subsequent decline are shown 
by the following table: 


Taste I. New Yorx Price or SILvER—CENTS PER 
Fine Ounce* 
(Average Prices) 


1914—54.81 I9IQ—III.10 
1915—49.70 1920—100.90 
1916—65.70 1921I— 62.66 
1917—81.80 1922— 67.58 
1918—96. 80 1923— 64.88 


* The American Metal Market, various issues. 


The beginning of the decline ap- 
peared in 1920. It resulted from 
further coinage demonetization and 
lebasement, because the high price of 
ilver had increased the commodity 
value of some national coins above their 
token value. To correct this, such 
coins were debased in silver content, 
and the surplus silver so acquired was 
sold. One factor which tended to 
offset the full force of the consequent 
price decline, or at least to delay it, 
was the application of the Pittman Act, 
under which the United States Treasury 
replaced the silver it had sold to 
sritain during the War with new Ameri- 
an-produced silver at $1 per ounce. 
(he price was also bolstered by the 
increased silver consumption of the 
Oriental “sinks,” India and China. 
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But in 1926 a great buyer turned 
seller when India set about to reduce 
her tremendous stock of silver rupees. 
There were some 850 million rupees in 
the treasury, and it was planned to 
reduce them to a maximum of 250 
million. The rupee was pegged to the 
British pound at a fixed rate (Is 6d), 
and in the maintenance of this ratio a 
flow of rupees into the treasury was 
suffered until by 1930 the Indian 
government possessed a total of 1,200 
million rupees, and this in spite of the 
fact that during that quadrennium 
sales had been made of 380 million 
rupees (97,200,000 ounces).' ‘The fall- 
ing price of silver—from 56.37¢ in 
1927 to 38.15¢ by 1930—prevented the 
Indian government from selling any 
faster. In 1931, 35 million ounces were 
sold; in 1932, 24 million; and in 1933, 
50 million. This latter figure included 
the 20 million ounces shipped to the 
United States for account of the British 
war-debt payment. 

Other countries besides India also 
engaged in coinage demonetization, 
as the accompanying table shows: 

Taste II. Sates or Demonetizep Sitver— 


Mi tion Fine Ounces* 
(Excluding India) 


1922—43.0 1928—37.5 
1923—45.0 1929—32.0 
1924—20.0 1930—42.0 
1925— 7.0 1931I— 6.4 
1926— 7.0 1932—10.0 
1927— 9.2 1933—45.0 


* Handy and Harman, Review of the Silver Market, pub- 
lished annually. 

This return flow and the overhanging 
supply depressed the price further. 
In 1931 it was 28.7¢; in 1932, though 
the average for the year was 27.89¢, the 
price reached the all-time low in Decem- 
ber of 24.25¢. In these two years, 
demonetization sales were smaller; but 





1 Gregory, T. E. G., The Silver Situation. Manches- 
ter, England: Manchester University Press, 1932, p. 30. 
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some reduced silver had not yet been 
sold, and in some countries it was and 
still is being reduced. In 1933, Russia 
further debased its coins and sold 
some 45 million ounces. 

On the other hand, China continued 
to be a substantial market for coinage 
silver until 1933, when, for the first 
time, its sales exceeded its purchases 
by some 15 million ounces. Moreover, 
in 1932 and 1933 there was a marked 
increase in coinage demand in various 
other countries. This increased de- 
mand was estimated at 47.7 million 
ounces in 1932 and 52.2 million ounces 
in 1933, the largest demands since 1924. 
Large buyers were Germany, Mexico, 
Cuba, the United States, and Great 
Britain. France increased her silver 
coinage but already possessed sufficient 
bullion for her needs. Accompanying 
is a table showing the consumption for 
coinage in recent years (excluding the 
Orient): 

Tasre III. Estimatep Sitver ConsumpTiION FOR 


Cornace (OccipENTAL CountRIEs)* 
(Million Fine Ounces) 


1922,—71.6 1928—13.6 
1923 f—61.5 1929—25.0 
1924f—65.7 1930—20.1 
1925 —20.3 193I—21.1 
1926 —10.8 1932—47.7 
1927 —66.5 1933—52.2 


* Handy and Harman, of. cit. 
t Years in which the United States was buying heavily, 
under the Pittman Act. 


These figures suggest that the coinage 
market is improving, as its latest trend 
is upward at least in the Occidental 
countries; but that it will expand very 
considerably is not likely. The extent 
or speed of purchases by the United 
States under the President’s proclama- 
tion of December 21, 1933, and under 
the Silver Purchase Act of 1934 will 
affect this situation, and it is difficult 
to estimate what is contemplated. 
The Treasury is prepared to buy at 
least the entire domestic output until 
December 31, 1937; this amounted to 


some 21 million ounces in 1933. How 
much more may be acquired or how 
long the policy will be in force are 
conjectural matters. Finally, any 
problematical increase in the demand 
for silver as money in Occidental] 
countries must be counter-balanced 
against a continuance of the decreasing 
use in Oriental nations. The net effect 
is not at all clear. 

Industrial Demand.—The industrial 
demand for silver presents quite an- 
other picture. The most conspicuous 
consumers of silver in industry are the 
United States, Germany, Great Britain, 
Mexico, and France. Lesser users are 
Sweden and Switzerland. Silver is 
employed chiefly in the manufacture of 
sterling silver and plated ware, in 
chemical fabrication, the manv- 
facture of photographic films, and in 
jewelry. 

Taste IV. Inpustriat Consumption oF Sitver— 


Mituron Fine Ounces* 
(United States—Germany—England—Mexico) 


1922—28.5 1928—50. 3 
1923—33.2 1929—52.5 
1924—32.5 1930—43-5 
1925—50.3 1931—69.7 
1926—52.0 1932— 53.8 
1927—58.2 1933—47-5 


* Handy and Harman, op. cit. 


The statistics of the industrial use 
of silver show a growth from 1922 
until 1927. Since then consumption 
has fallen, risen, and fallen again. 
From 1931, a high year, to 1933 it fell 
some 32%; but consumption has never- 
theless held up very well during the 
depression, largely because of a growth 
in German consumption in the last 
three years. Silver used in Germany 
rose from 8 million ounces in 1930 to 
28.2 in 1931, was 22.8 in 1932 and 
about the same in 1933. The United 
States has averaged about 30.2 during 
the above period; its consumption fell 
from 30.5 in 1931 to 22.0 in 1932 but 
rose to 24.0 in 1933. 
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As a disquieting influence in the 
industrial market, however, secondary 
yr old silver is increasing in importance. 
Forty years ago it provided only 64% 
of all silver consumed in industry, 
whereas it now provides about 27%.? 
This trend suggests a possible decreased 
use, at least relatively if not absolutely, 
of newly mined silver in industry. 
In spite of this fact, however, the 
changes in the volume of new industrial 
silver used in the United States from 
1920 to 1930 have matched rather 
closely the changes in all United States 
industrial activity as compared by the 
Census of Manufactures.* In other 
words, in spite of the growing use of 
secondary silver, new silver in this 
country has not fared any worse even 
in the depression than the average of 
contemporary metals and _ industrial 
commodities. 

A precipitate change in the indus- 
trial market is not likely, although it is 
not necessarily inexpansible, and per- 
haps new industrial uses for silver can 
be found. 


























Hoarding 


India.—Mention has already been 
made of the fact that India throughout 
the years has not only employed a 
great volume of silver for monetary 
use, but also has absorbed tremendous 
quantities which are saved or stored in 
private hoards. It is retained either as 
bullion or is manufactured into orna- 
ments. In neither form is it used as 
money, hence it does not compete with 
or greatly affect the national coinage; 
rather it is a permanent capital fund 
which is reduced by sale on the market 






















*Leong, Y. S., Siloer. Washington, D. C.: Brook- 
ings Institution, 1933, p. 30. 

‘Industrial figures by the Federal Reserve Board 
1931 Report, p. 201); silver figures from Annual 
Report of the Director of the Mint (1932, p. 62). 
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only in cases of direst need. In the 
decade following 1921, Indian con- 
sumption of silver for private use 
averaged 85 million ounces annually, 
roughly 25 % of the world’s production. 
A more detailed analysis of this market 
may be made by a study of the import 
figures for India. 


Taste V. Inp1an Imports oF S1LveR* 
(Million Fine Ounces) 

1922— 67.0 1928—89.0 

1923—100.7 1929—81.8 

1924—108.2 1930—94.5 

1925—106.7 193I—57.0 

1926— 91.6 1932—12.0 

1927— 90.0 1933—10.0 

* Handy and Harman, of. cit. 

By themselves, these figures do 
not perfectly portray the facts. It 


will be remembered that, since 1926, 
the Indian Treasury not only has 
ceased to buy but has been selling 
some 30 million ounces each year. 
Since most of these sales have been 
absorbed locally, these amounts must 
be added to the above import figures to 
correct them so that they reflect popu- 
lar consumption for hoarding. Such 
corrected figures check somewhat the 
apparent decline in use. The addition 
to the import figures of the treasury 
sales retained in India, which were 
about 28 million ounces in 1932 and 
30 million ounces in 1933, raises the 
consumption by hoarding to 40 million 
ounces in each of the last two years. 
The reason consumption has fallen off 
at all appears to be the general im- 
poverishment of the Indian people, a 
resultant of the world depression; it is 
not that any change is taking place in 
the age-old admiration for silver. 
Hence as soon as a measure of pros- 
perity returns to India, the masses 
again will furnish a fertile market as 
formerly. And as soon as the govern- 
ment sales are completed, this market 
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will have to be supplied fully by im- 


ports, and not just partially. 
China.—China, like her southern 

neighbor, is a huge consumer of silver. 

She continues to use it as her monetary 


base. As such, she is virtually the 
last world power to do so. Her people 
also hoard the white metal. Of further 


significance, Chinese coinage circulates 
at bullion rather than token value, 
with resultant inter-flows among bul- 
lion, coinage, and private uses. Hence 
internal buying power is changed di- 
rectly or stabilized by the relation of 
the price of silver to other commodities. 
But foreign buying power, of course, is 
determined chiefly by the world value 
of exports. For that reason China’s 
absorption of silver has fallen off, as 
did India’s, because of the weakening of 
its export trade and therewith its 
ability to buy silver. Both the exports 
and imports of China have shrunk 
during the depression, but the addition 
of invisible to apparent exports has 
continued to produce a favorable bal- 
ance.‘ On this account she was able 
to buy silver until 1933, when, asstated, 
silver exports exceeded imports by 
15 million ounces. 


Taste VI. Curtnese Imports or SiILveR* 
(Million Fine Ounces) 


1922—70.0 1928—124.0 

1923—77.0 1929—136.7 

1924—41.7 1930—I23.0 

1925-——-59.4 193I— 59.0 

1926—73.9 1932— 40.0 

1927—85.0 1933— 15.0T 
* Handy and Harman, op. cit. 


t Exports. 


This decline in consumption, as above 
explained, is attributable to China’s 
poverty as a co-sufferer from the world 
depression. When the incubus of in- 
dustrial and commercial lethargy is 
lifted from China and the rest of the 





* Leong, op. cit., p. 51. 
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world, this market should be fully 
restored. 


Production 


In turning from the demand side of 
silver to that of supply, it is natural 
to consider how closely production may 
be made to conform with consumption. 
The chief mineral producers of silver are 
Mexico, the United States, Canada, and 
Peru; in 1900 these countries produced 
74-5% of the world total. By 1929 
(largest year’s output) this had in- 
creased to 81.5%. During that time 
Mexico’s proportion of the world total 
increased from 36.4% to 40.4%; 
Canada’s, from 2.4% to 8.7%; Peru’s 
from 2.4% to 8.1%. The proportion 
of the United States, in the meanwhile, 
decreased from 33.3 % to 24.3 %° (1933, 
15.8%). The United States remains, 
however, the largest refiner of silver. 
In the decade from 1921 to 1930 we 
refined a bit more than 50% of the 
world total; Mexico refined 22%; Ger- 
many, 7%; and Canada, 5%.° 

The capital control of the silver 
industry is still more highly centralized. 
In 1929, United States interests con- 
trolled 66% of the mine production; 
British interests controlled 21%.’ Op- 
eration of about 90% of the world’s 
output is therefore answerable to na- 
tionals of these two countries. 

It has been argued that the output of 
new silver should be more closely 
restricted. However, tocurtail produc- 
tion is not as easy as the layman might 
presume; but neither is it as difficult as 
some silver producers would imply. 





5 Leong, op. cit., p. 60. 

* Bulletin of American Mining Congress—July, 
1931. 
7 Rawles, Wm. P., The Nationality of Commercial 
Control of World Minerals. New York: American 
Institute of Mining and Metallurgical Engineers, 


1933, PP- 31-34. 
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An outstanding consideration in con- 
nection with the silver industry is that 
a large part of the silver produced is 
derived as a by-product of operations, 
the chief objective of which is the 
production of other minerals, chiefly 
copper, lead, and to some extent gold. 
Furthermore, producing areas vary con- 
in the proportional silver 
of the argentiferous ores 
handled. Some mines are worked pri- 
marily to recover silver, therefore, 
whereas others are not. In the case of 
the latter group, if the price to be had 
for the primary metals sought makes 
operations profitable, or nearly so, very 
little expense is involved in extracting 
whatever silver is present; so it is also 
reduced regardless of the current price 
of silver. 

The American Mining Congress esti- 
nates that, from 1905 to 1929,° four- 
fifths of the world’s silver was a 
by-product. In proportion to the total 
domestic output, the “straight silver” 
ores (dry and silicious ores, and placers) 
have fallen progressively lower. In 
1921, 52% of the total American silver 
production was so derived, whereas 
by 1930 it was only 18%. In conse- 
quence, the price of silver has become 
increasingly less important as a guide to 
domestic production. In other coun- 
tries the ratios are different.® In 
Mexico, the world’s largest producer, 
73% of the silver is derived from 
operations chiefly dependent on silver 
for revenue; in Canada, the amount is 
50%; in Peru, it is 22%. 

These figures imply that the price 
declines of silver should be most effec- 
tive in reducing production first in 
Mexico, next in Canada, next in Peru, 
and lastly in the United States. In so 
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content 
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Leong, op. cit., p. 79. 
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far as silver is recovered as a by-product, 
the comparative price levels of the 
associated metals upset the smooth 
operation of the principle here enun- 
ciated. For instance, a high price 
for copper or lead might keep some 
mines producing silver regardless of its 
price. Currently, however, prices of 
both copper and lead have themselves 
been proportionately lower than the 
price of silver. In Mexico the real 
obstacle to curtailed production has 
been the insistence of the government 
that the mines continue operating long 
after it ceased to be economically 
advisable for them to do so. 

Nevertheless, the new production of 
silver has been greatly reduced each 
year since 1929. 


























Taste VII. New Sitver Propucep* 
(Million Fine Ounces) 

| 
saa 1929 | 1930 1931 | 1932 | 1933 

| 

w PR he 
United States. .} 58. 4) 61.2) 50. 6 30. 8) 23.4, 21.4 
MiexICO....... 108. 5|108. 7\105. 2| 86.1) 71. 7| 69.1 
Cap0GO.ocin his a1. 9| 22. 4| 26.2) 20. 4) 18. 3] 15.4 
iy ee 68.4) 68. 6) 9 56. 5| 50-3 31 57.3 
257. — sj46. 819. 8 165. 7/163.0 








* Handy and Harman, op. cit. 


These statistics are more illuminating 
when compared to the projected growth 
trend of previous years; Handy and 
Harman estimate the normal annual 
growth from 1890 to 1929 to be 1.25 %. 
Production in 1933 was below this 
normal in the following percentages: 


World, 36%; United States, 64%; 
Mexico, 38%; Canada, 32%. This 


very substantial shrinkage would have 
been greater but for governmental 
interference in Mexico. 


Stocks 


The Indian government’s _ silver 
stocks represent a potential supply 

















perhaps twice as large as last year’s 
total new production.” From the mar- 
keting standpoint, therefore, India must 
be considered as a temporary producer 
and must be reckoned with in any 
attempts at production control. She 
is willing to cooperate with producing 
nations in any reasonable agreements. 

Ordinarily, stocks of silver awaiting 
consumption do not accumulate as a 
part of a marketing process, nor is 
monetary silver, strictly speaking, con- 
sumed in the sense of being used up. 
It is durable. If governments desire 
more silver, they will buy. If they 
wish to have less, they will sell, as India 
is doing. The stocks that they retain 
are technically in use. They are serv- 
ing the purposes of money and can be 
considered as off the market, unless, 
as in particular cases cited above, a 
government is avowedly demonetizing. 

During the past year, however, a 
new situation has developed. Specu- 
lators have accumulated silver in antici- 
pation of inflation or a rise in the price 
of silver. Such stocks generally are 
estimated at 150 or 200 million" 
ounces, or perhaps more than the total 
new production of 1933 for the world 
(163 million ounces). The national- 
ization of silver in the United States 
will transfer such domestic stocks to the 
government at 50¢ an ounce. It will 
not, of course, directly affect silver 
held abroad. In such hands, these 
stocks are overhanging supplies and 
constitute a bearish influence. 

The production of new silver appears 
reasonably controllable. The largest 
producer, Mexico, with straight silver 
ores could stop producing when silver is 
profitless. In this country, where the 





10 Gregory, op. cit., p. 30. 

11 Kahn, E. E., Finance and Commerce—Sept. 
13-20, 1933, pp. 300, 326. Also Handy and Harman, 
Op. cit. 
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prices of allied metals are more of , 
factor, production is also controllable 
because the prices of associated metal; 
have themselves been unprofitably low, 
Finally, the involved interests are few 
and financially powerful. They should, 
themselves, be able to effect and enforce 
regulatory agreements. 


Price 


Tables are shown here which reflect 
the price situation of silver for the last 
20 years. Table I showed the war. 
time price rise and the subsequent 
decline through 1923; the following 
table continues these figures to July, 





Taste VIII. New Yorx Sitver Prices—Averacz 
Cents per Fine Ounce* 
1922-1926—66. 08 

1927—56. 37 
1928—58.17 
1929—52.99 
1930—38.15 
1931—28.70 
1932—27.89 
Monthly Averages—New York ~ Londont 
d 
AER. gouge eden seen sand 24.25 
Wii ccs Si eodnscennee 25.40 16.88 
RPC tre eres 26.07 16.88 
ee 27.92 + 17.58 
DL ncecane eeacedbieaae 30.73 18.44 
OE Mee oe 34.07 19.04 
MO 650i sie steianunes 35.66 19.07 
ie cne nhs dame ken 37.63 18.34 
MR ahiccwiess<wane tee 36.07 17.87 
Dbcewtvesctasoneeeh 38.44 18.27 
__ SPOT eTT TOE CET Te 38.19 18.22 
RR er era 42.97 18.42 
DR piccdiwicdewes stews 43.55 18.67 
(Average 1933)..........--25- 4-79 18. 14d 
d 
WEG ov cwccccacaandaten 44.3 19.36 
SERRE ne ey 45.2 20.13 
Ms ensscedventsaaee 45.9 20.29 
SP eee 45.2 19.93 
Di bitest+nmstsonnkbue 44.2 19.08 
BK 666s siheuenannede 45.12 19.84 
EA eee er ee 46.31 20.51 


* Handy and Harman, op. cit. 
t Standard Trade and Securities (New York); The Econ- 
omist (London). 


1934. The all-time low of 24.25¢ was 
reached in December of 1932. ‘The 
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domestic recovery shown in 1933 is 
somewhat misleading, as it reflects the 
devaluation of the American dollar and 
not an improvement in world prices. 
For 1933 and part of 1934, the London 
price is also given. It shows the con- 
trast and is a more representative 
world price. 

The fact that the world price has 
remained relatively constant demon- 
strates the artificiality of the American 
price and of the “recovery” which it 
would falsely indicate. 

A comparison with other price de- 
clines disabuses one of the notion that 
silver may have been especially hard 
hit. The 1932 prices are shown as 
percentages of the 1926 prices. Of 
the commodities here considered, most 
of which are much more widely pro- 
duced, silver suffered the least. 


Taste IX. Comparative Prices* 


1932 Price 
as % of 
Commodity 1926 Price 
CCC ee ee eee eee 44.4 
ROOM: cic cium co nekueida sare 42.3 
ee EE eT LT rn rrr 37.1 
OE ee ere cere rere 35.6 
CAMOUR So weaitars dhe sede ewe eon 48.3 
NGS ida anced eat taeeden ames 34-4 
Ns oar ck eecakakesan aks 37.7 
i Rete re re 25.0 
ee | SUPPER TY Cee nt ere er 24.0 
BORNE. s iccunccen hanes ede 6.6 


* Bureau of Labor Statistics—‘‘ Wholesale Prices,” July 
and August, 1932. 


Industrial Significance 


In 1926, when silver had a good 
price and when production was high, 
the value of the domestic output, 
$41,382,000, was only 149 of 1% of the 
value of the 550 commodities with 
which the Bureau of Labor Statistics 
dealt.12 Of all commodities it would 
be still less. Of all minerals it was 


"U.S. Bureau of Labor Statistics, Bulletin 493, 
Pp. 225-226, 





only 8{9 of 1%.'% In Canada silver 
represents but 0.35 % of the value of all 
commodities produced.'* In Mexico it 
constitutes 24.5 % of the mineral value;'® 
no figures are available on the total 
value of Mexican commodities, but 
silver is manifestly more important in 
theireconomy. However, the Mexican 
silver that comes to this country 
to be refined, which is most of it, 


constitutes less than 1% of our im- 
ports..° Thus it is seen that, in 


Mexico, silver does provide a relatively 
larger part of the national income, but 
that in terms of world trade its impor- 
tance is slight. And in the United 
States and Canada it is inconsequential 
in the national economy. Scarcely 
does its value as an industry bespeak 
for it special aid and assistance. 


American Developments—The 
Thomas Amendment 


Recent 


The recent attempts to improve the 
outlook for silver have, for the most 
part, been directed at increasing the 
demand artificially by expanding the 
use of silver as money. The Farm 
Relief Act of 1933 authorized the 
President to fix the ratio of silver dollars 
in terms of gold at his discretion; 
to provide for unlimited coinage; and 
for six months to accept silver in 
payment of international debts. Dur- 
ing that period the United States 
received silver from five countries on 
the basis of so¢ per ounce. The 
largest receipt was Britain’s shipment 
of 20 million ounces delivered from the 
Indian Treasury. ‘The monetary pow- 
ers of this act were not immediately 
used. 





13 Mineral Resources of the United States. 

14 Canada Yearbook, 1932. 

% Leong, op. cit., p. 99. 

1% Department of Foreign and Domestic Com- 
merce—Commerce Reports, 1926, 1929, 1932. 











The next step was taken July 20 and 
22, 1933, when the United States 
became a party to the London Silver 
Agreement. Delegates of 66 govern- 
ments adopted a resolution which pro- 
vided that their governments would 
cease debasing or demonetizing silver 
coins; that paper currency of small 
denomination would be replaced by 
silver coinage in so far as practicable; 
and that legislation detrimental to 
silver would not be enacted. Also a 
four-year silver control agreement was 
signed by the representatives of eight 
nations; the United States, Mexico, 
Canada, Australia, and Peru as pro- 
ducers and India, China, and Spain as 
holders of silver. Under the accord, 
India will not sell more than 35 million 
ounces per year, and the producing 
countries will absorb an equivalent 
amount for monetary use. 

The President’s proclamation of De- 
cember 21, 1933, was a ratification of the 
London Agreement. It directed the 
mints for a four-year period to receive 
all newly-mined domestic silver at the 
statutory coinage rate ($1.29 perounce); 
to retain 50% for seigniorage and 
services; and to pay the owner 64.5¢. 
Thereafter two markets existed, namely, 
the government mints for newly-mined 
silver and the existing bullion markets 
for all other. Under the eight-nation 
agreement the United States’ annual 
quota was 24,421,410 ounces, but the 
government will likely purchase more 
during the next four years, as the total 
output, stimulated by the government 
price, may well exceed that amount. 

On June 19, 1934, the Silver Pur- 
chase Act was signed by the President. 
It declares the policy of the government 
to be to increase the proportion of 
silver to gold in the monetary stocks, 
with the ultimate objective of having 
one-fourth of the monetary value of 
‘ such stocks in silver. The Secretary 
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of the Treasury is authorized to pur. 
chase silver at home or abroad for this 
purpose at such rates and at such times 
as he may deem advantageous. No 
purchase shall be made at a price jp 
excess of the monetary value, and no 
purchase of silver situated in the 
United States on May 1, 1934, shall be 
made at more than 50¢ per ounce. 
The Act also authorizes the sale of 
silver by the Treasury when its stock 
exceeds the desired ratio. Silver certif- 
icates shall be issued against the stocks 
held. 

This Act was already over-discounted 
in the silver markets, so its final 
enactment occasioned a slight reaction. 
Speculators were disappointed that not 
more than 50¢ should be paid for 
existing stocks. A stiff tax (50%) is 
also to be levied on speculative profits, 
Moreover, the Act does not indicate at 
what speed or in what amounts the 
Treasury will purchase. On July 13, 
it announced that thus far this year it 
had purchased only 10,005,000 ounces. 

On August 9, 1934, the policy of 
nationalizing all domestically held bulk 
silver was announced. It called upon 
all holders of nonfabricated silver in 
the continental United States to deliver 
it to the Mint within go days. It does 
not include coined or manufactured 
silver. Newly mined silver will be 
bought as in the past at 64.5¢ an ounce. 
The new policy affects for the most 
part merely speculators still holding 
silver bullion. A few days previously 
they could sell their holdings for some 
48¢ per ounce. Since the order was 
issued they can and must sell to the 
government at 50¢ an ounce. 

By this step the government has 
speeded up its purchases of silver, yet 
has protected itself against speculators 
who would hold out for high prices. 
Whatever further purchases are made 
will have to be in foreign markets. 
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They would tend to raise the world 
price, though our government may not 
say more than $1.29 an ounce. It is 
scarcely likely that the Treasury intends 
to do any extensive foreign buying at a 
rate that will send the world price to 
suchalevel. The fact that the London 
price of silver has not changed ap- 
preciably since nationalization in the 
United States indicates that traders 
there have this same opinion.” 
Conclusion 

The silver industry is still depressed. 
In 1933, the resale of existing silver 
was sufficient for all legitimate needs, 
and speculators are still holding that 
year’s entire output of the mines. 
Clearly, this is not a healthy condition. 

In the United States, the guise of 
improvement has been thrown around 
the domestic industry in a three-fold 
way: (1) the domestic output will be 
taken by the government; (2) existing 
stocks have been nationalized; and (3) 
the American price is supported by 
governmental fiat and by dollar de- 
valuation. Were these non-economic 
supports withheld, the domestic price 
would decline to the world price. 
American silver producers are at pres- 
ent more fortunate than are their 
foreign contemporaries, but it is to be 
hoped that they will not be so short- 
sighted as to close their eyes to the 
world situation. The approval of the 
silver resolution at the World Con- 
ference by 66 nations was not a world 
return to silver. To most of those 
who signed it, it had only academic 
significance. India and Spain had sur- 
plus silver to sell, and the United States 
agreed in effect to support the world 
market while they sell it. Scarcely 
can their desire to sell at fancy prices 
which we obligingly pay be interpreted 


"The day after the announcement the London 
price rose only 14d to 217d. 


as an indication that the world is 
about to adopt bi-metallism. If pro- 
ducers continue to build or set hopes 
upon brief relief by political strategy, 
which is so notoriously fickle, they 
are bound to experience recurring 
dislocations. 

The markets to which silver must 
look for lasting prosperity are probably 
not the monetary markets. Though 
they have shown roseate promise on 
several occasions, they have invariably 
proved disappointing at later dates 
when governments, operating under 
changed policies, have put their silver 
back onto the market. But silver 
does not need a large monetary market 
to prosper. Its outlook without that 
market holds forth reassuring promise. 

Before the depression, India used 
about g0 million ounces for private 
purposes each year. China, for all 
purposes, used over 100 million. ‘The 
industrial needs of the western world 
consumed some 50 million. Just what 
the ultimate normal monetary needs 
for silver will be it is difficult to estimate, 
but they should average at least 20 
million ounces. ‘This is a total demand 
of some 260 million ounces. These 
estimates are based on pre-depression 
averages for some years and may well 
be considered normal. ‘This consump- 
tion would absorb the mine output of 
prosperity years. The speed with 
which this return can be accomplished 
depends on generally improved world 
conditions, particularly as they affect 
the Orient, for it seems quite clear that 
any substantial or lasting rise in the 
world price of silver depends on the 
resumption of large imports of the white 
metal by India and China; and their 
ability to buy is contingent upon trade 
conditions which will enable them to 
sell their own products in the world 
markets at prices and in volume sufh- 
cient to create balances abroad. 














THE PSYCHOLOGICAL ASPECT OF MARKET 
RESEARCH 


By PAUL F. LAZARSFELD 


ment that there is something psy- 

chological in market research, we 
shall survey a number of market 
studies in order to ascertain exactly 
what this psychological aspect in them 
is. We presuppose that the reader 
is at least somewhat acquainted and 
interested in the current methods of 
marketing.! We are not looking for 
psychological problems in marketing, as 
it is impossible to distinguish between 
psychological and _ nonpsychological 
questions in any research where social 
and economical issues are involved. 
But what we are looking for are some 
procedures which may be called psy- 
chological. They have been much neg- 
lected in market research thus far, 
although in the cases where they have 
been systematically applied they have 
proved successful. This makes it ad- 
visable to pay special attention to 
them. 

Our analysis will come to the con- 
clusion that it is mainly the procedure 
of interpretation, and the formal analy- 
sis of the act of purchase, which the 
psychologist can and ought to con- 
tribute to market research. No claim 
is made that all possibilities of psy- 
chology for marketing are exhausted 
therewith, however.? 


AS ment thes from the common agree- 


1 See Reilly, W. J., Marketing Investigations. New 
York: Ronald Press Co., 1929; and White, Percival, 
Market Analysis. New York: McGraw-Hill Book 
Company, Inc., 1921. 

2 For evidence to the contrary, see Link, Henry C., 
The New Psychology of Selling and Advertising. New 
York: The Macmillan Company, 1932. 
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I. Interpretation in Market Research 


We shall maintain that a procedure 
of interpretation is necessary in market 
research, and that a much wider use of 
it can and should be made. We shall 
first give a few examples of what we 
understand constitutes an interpreta- 
tion, and then we shall establish more 
exactly its meaning. 


Examples 


The first example may be drawn 
from an investigation made in Vienna 
concerning the purchase of men’s ready- 
made clothes. Among others, three 
sets of questions were asked which 
referred to the following data: 

(1) All factors in general which are 
important for a good suit. 

(2) Those factors which, according 
to the report of the respondent, played 
a part in the selection of the suit in 
the store. 

(3) All those difficulties which devel- 
oped during the wearing of the suit. 

We classified the answers into two 
groups; one referred to quality, and 
the other to appearance, 1.¢., color, 
pattern, etc. The relation of the num- 
bers of answers belonging to these two 
groups were as follows: for every 10 
answers which pertained to quality, 
the number of answers pertaining to the 
appearance group were: 

Cn) Gl BANE, 65.0% cc eidndcddugusdes 4 

Ca) Aetwad MPGRAAS. «0 655.00 00 secstavescces 12 

(3) Following difficulties.............-.-+: 

We see that as a general requirement 
the matter of quality is of relatively 
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creat importance, but during the course 
of the purchase one is not in the position 
to pass judgment on the quality and 
hence falls back upon more superficial 
characteristics, such as a pleasing pat- 
tern or color—only subsequently to 
experience the difficulty which concerns 
the problem of “quality” all over again, 
in disappointment and anger. Here 
interpretationis already involved. But 
more data are available. On speaking 
with the respondents about salesmen, 
we found that they want him to be, 
above everything else, dependable in 
his statements, earnest, and consistent, 
which is much different from the 
“keep smiling”’ requirements they have 
in the selling of some other com- 
modities. Finally, when asked their 
reason for the choice of the store, 
almost half of them replied, ‘‘recom- 
mended by others,” which again far 
surpasses the importance of this group 
of answers in other market surveys. 
Now we can combine all these data in 
the following statement: in buying 
ready-made clothes, there is a special 
dificulty involved in recognizing the 
quality of a fabric, although much 
importance is attached to it. So the 
whole purchase becomes a problem of 
confidence, the dependable store, the 
dependable salesman. ‘The attitude of 
the group of men questioned about 
clothes-buying is determined by the 
wish to solve the problem of confidence 
involved in that market. 

The interpretation of these data led 
to an immediate consequence. The 
manufacturer was advised to introduce 
a series of devices in his stores which 
would transform them from the ordi- 
nary tailoring shop into a sort of 
laboratory for clothing-engineering. 
This he did by displaying pictures 
which showed how the materials had 
been woven, small machines which 





tested the material’s resistance to wear, 
and various other demonstrations. 
The enterprise met with great success. 

Before proceeding to point out the 
methodological aspects of such inter- 
pretations, however, a few more ex- 
amples will make their use clearer. 
In a study of the laundry industry, the 
problem was to induce more women 
to send their laundry to a commercial 
concern. Among other data, the rec- 
ords of a few hundred women who 
actually were sending their laundry 
out were gathered. About 80% re- 
ported the following reasons: they did 
not have enough money to pay a maid 
any longer, they had been forced to 
take a job, they had a baby, etc. 
The remaining 20% gave the reason 
that they did not wish to have the 
trouble or the work connected with 
doing it at home. The Viennese laun- 
dry companies have two kinds of 
service, one which does the whole 
process, and the other which includes 
only washing, leaving the ironing to 
the housewife. There is no even dis- 
tribution of use among these two 
services; only 4% of the women inter- 
viewed used this latter service, al- 
though it is of course less expensive. 
Our interpretation was that the Vien- 
nese housewife, because of economical 
reasons or social traditions, sends her 
laundry out only under great stress of 
extraordinary conditions, under which 
only the full service suits her. There is 
not a general tendency to decrease the 
household work; neither the reasons 
given nor the statistics of the actual 
use of the services suggest such a 
tendency, for a much greater use of the 
“‘rough-dry”’ service would be made if a 
desire for relief from drudgery were 
operative. 

This interpretation was given to the 
manufacturer. His manager drew the 














56 HARVARD BUSINESS REVIEW 


conclusion that if economic stress is the 
decisive factor which leads to the use 
of a laundry service, then one should 
look for the outstanding cases of emer- 
gency. He took the list of casualties 
in Vienna, and wrote to every family 
in which a woman had died, that he 
would like to help them by taking over 
the care of the laundry. This was not 
of any spiritual comfort to the family, 
but it proved to be extremely successful 
for him, and it is certainly the right 
way to use a psychological interpreta- 
tion of market data by deducing a 
concrete action fromit. It is especially 
interesting in this example that the 
psychological interpretation and the 
drawing of the practical conclusions 
were handled by different agents. 

. The last example may show that 
such an action can be taken even with- 
out formulating explicitly the inter- 
pretation. In an_ investigation of 
flower-buying, we found that people, 
asked what seemed most important to 
them in buying plants or seeds, gave 
most poetic answers; color and scent 
were of course the outstanding features. 
But when we went with them into their 
gardens and asked them, in the presence 
of the flowers, the reasons of their 
choice, the situation changed very 
much. About 30% referred to the 
advantage that their flowers did not 
require much care in growing and 
blooming. (We shall refer to this 
example later, when we shall show the 
fallacy of the so-called “true motive” 
problem.) We drew here the practical 
conclusion that it would be of advan- 
tage to advertise a certain flower as the 
‘“‘orateful (dankbar) flower.” This 
word seemed to us to depict best the 
situation we found: that people care 
for flowers which do not require inten- 
sive cultivation, although they may 
conceal this aspect of laziness by 





their general admiration for flowers. 
“Grateful” covered this aspect well, 
a result gained from the interpretation 
of two sets of data. The slogan, 
“*X-flower, the grateful flower,” proved 
actually to be a great success. The 
interest for this sort of flower multiplied, 
and the sales of the gardener for whom 
we had made this investigation were 
thereby increased. 


A Statistical Supposition 


In order to establish the validity and 
the value of such interpretation, we 
must carefully point out a supposition 
which is involved in these examples. 
This supposition concerns the statistical 
use of what we call psychological data. 
Let us take the following table out of an 
investigation which had as its purpose 
the ascertainment of the selling chance 
of canned soup in Berlin. ‘What is 
essential for food?’ was the question 
asked of 800 housewives. ‘Their re- 
quirements may be tabulated as follows: 


eer 
GIN CNN ii.s cosssseercdbsavedenauanen 32.7 
eS REP EOE ST Cr eN ere Por rrr 14.6 
ee er *.1 
UNI a 6 iv ono so canes ocaadensaed 6.4 


The psychologist-statistician is pre- 
pared to say that no woman is con- 
cerned solely with one of the items 
recorded in the table. But she has no 
time during the interview and probably 
no training in introspection to tell 
much more, and so she gives the most 
immediate answer. Now we assume 
that each of the different attributes of « 
good food has a different degree of 
importance for her; asked many times 
again, she would mention every at- 
tribute in a frequency proportional to 
its importance. Of course, we cannot 
ask the same woman one _ hundred 
times, “‘What is essential for food?” 
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So we replace the one woman asked 
one hundred times, by one hundred 
women, each one asked once. Then a 
statistical result such as the table just 
siven reveals the importance attached 
to the different features of a good food 
by a sort of hypothetical standard 
housewife. ‘The whole deliberation is 

f course well known from the calculus 
of probability. We take the statistical 
result as a microscope, so to speak, 
through which we detect the details 
of the women’s attitude, which could 
otherwise be revealed only by a very 
careful individual case study. For a 
representative woman of this group, 
nourishment and good flavor have the 
most outstanding importance, meas- 
ured by the number of cases in which 
the item was mentioned by the group. 

This use of a frequency factor as an 
index of importance was involved in the 
first three examples given. It led us 
to say that the buyer of ready-made 
men’s clothes selects his store mainly 
upon recommendation, we interpreted 
the 48% which initially indicated the 
relative number of people giving this 
answer as an index of its importance 
for “‘the”? buyer. In the same way, 
the fact that a genuine desire for a 
more quiet régime at home was men- 
tioned in only 20% of the cases investi- 
gated in the laundry survey, was used 
as an index that this consideration 
plays a comparatively small réle for 
the type of housewife who was con- 
cerned. In the garden-flower exam- 
ple, the importance attributed by the 
gardener to saving labor in two different 
situations was used as a basis for 
interpretation. 

It would be possible to show that this 
psychological use of statistical data, 
strange as it may seem at the first 
glance, is not restricted to the field of 
market research. Whenever in sociol- 





ogy facts are interpreted psychologi- 
cally, such a conversion of data is 
employed; reference could also be made 
to life insurance and to genetic psychol- 
ogy. But in order not to complicate 
the discussion, we introduce the whole 
procedure as a sort of axiom, and shall 
speak of psychological interpretation 
of market data always when such a 
conversion is applied. It consists in 
assuming a sort of standard consumer 
and attributing to him as a measure of 
degree of importance what originally 
was a measure of frequency in the 
group investigated. 

This assumption has nothing mysti- 
cal in it, as, for instance, the idea of a 
group soul. Asa matter of fact, it only 
shows up what the business practitioner 
has to assume anyway. The sales 
manager as well as the advertising 
agent has to approach the market as a 
whole; for him all these individuals 
have to be represented by the image of 
one buyer, to whom is directed the 
campaign he is preparing. And as 
prospective buyers of a certain com- 
modity, different people may be judged 
as being alike to a certain degree. ‘The 
attitude of a human being to a shoe, for 
instance, ought to be partly determined 
by the purpose of a shoe. A great 
many personal differences may drop out 
in a larger group, so leaving more stress 
on the common features involved in 
the proper use of the commodity under 
investigation. But let us make quite 
clear that the buyer of X com- 
modity, and not the buyer in 
general, is here standardized. This 
makes the great difference in this 
approach to the notion of ‘‘the con- 
sumer” about which we shall speak later. 

Of course, what group we deem 
suitable to such a standardization de- 
pends greatly upon the special situa- 
tion. It may be useful to handle “‘the 
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Berlin housewife;” it may be preferable 
to handle different strata of them 
specially. For instance, there are very 
distinct differences in the relative rdles 
of nourishment and taste found in the 
food investigation just mentioned. For 
every 100 answers which pertained to 
nourishment, the number of answers 
pertaining to taste was: 64 in the work- 
ing class, 84 in the middle class, and 
130 in the upper class. The wealthier 
people are, the more they lay stress 
upon the fineness of food as against 
its nourishing qualities. So it may be 
necessary to treat the three groups 
separately. This means only that the 
data have to be interpreted separately 
for each of these three groups; the 
procedure of interpretation remains the 
same. And even in using the three 
figures just mentioned, we have taken 
the statistical distribution as indices for 
supposed types of consumers. 


Technique of Interpretation 


By the considerations of the last 
paragraph, a methodological identity 
was established between psychological 
interpretation of market data and the 
interpretation of a single individual’s 
behavior. We decided to take the 
statistics acquired as measures of the 
habits, preferences, and opinions of a 
presupposed standard consumer. For 
the next part of our task we can hope 
to get some help from the pretty well 
deliberated field of what is commonly 
called understanding other people. We 
suppose that other human beings are 
constructed similarly to ourselves; they 
have likes and dislikes, purposes and 
habits, and they can be influenced, 
impressed, etc.; we suppose further that 
they use ways fairly similar to ours to 
attain their aims, to express their 
emotions, efc.; using our own experience, 
we judge what they say and do to infer 
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as to their underlying purposes and 
preferences. There is a good reason 
why we do so. By inferring from 
certain signs of unrest that our boss js 
in a bad mood, we are able to avoid 
disagreeable events. For we know that 
a consequence of a bad mood is very 
likely to be a severe criticism of other 
people’s work. So we had better keep 
away from him until his bad mood has 
disappeared, which again would be 
inferred from some behavior item ex- 
hibited by him. By interpreting other 
people, we try to control the situations 
in which we and they are involved. 
In this field of psychology so much is 
still left to the skill of the student in 
every single case that critics even 
demand that we speak about psycho- 
logical art and not about psychological 
science in relation to social research. 
However, it will be possible to give 
one general piece of advice gained 
from experiences which laid special 





* Much can be said against this brief analysis, and 
much would be said if we had more space here for 
epistemological considerations. But in practice we 
all agree that the whole procedure works pretty well 
in daily contact with people. What we call a good 
psychologist in everyday life is a man who is able to 
draw very many conclusions as to the attitude of 
other people out of few signs, and who is able to make 
many good forecasts as to what their attitude will 
lead them to do in different situations. If we formu- 
late it a bit more exactly, the situation is as follows: 
we have at our disposal a great stock of patterns of 
psychological experiences, the bad mood in all its 
consequences, the problem of confidence, and so on, 
probably a countless number. Some of them are 
directly experienced by us, and some of them con- 
bined or developed out of our own experiences, in the 
way a good novel writer may build up patterns of 
motivations. In the face of a concrete problem of 
dealing with other people, we pick up out of this stock 
of patterns one which fits best the observations we 
have made in this special case, to the data available 
for this special problem, and we deliberate to which 
consequences the motivation pattern will lead us. 
We then determine our own activities toward the 
situation we have to deal with, according to the 
“demands” which are involved in the pattern se- 
lected. Whether our selection was a correct one can 
be determined only after we have tried it out. 
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stress upon the psychological aspect of 
market research. This advice is to 
make the data which are used as 
the basis of interpretation as broad 
as possible, and that implies many 
consequences. 

In an investigation concerning shoes 
—which, by the way, furnished almost 
identical psychological results in three 
cities, Vienna, Berlin, Zurich—a result 
was found very similar to that dis- 
covered in the study of the purchase of 
men’s ready-made clothes; in this case 
fit played the rdle which quality played 
there. It is the feature upon which 
people lay most stress when they speak 
freely about shoes; but it drops as a 
criterion of actual purchase, giving first 
place to the criterion of style. Among 
the bad experiences resulting, the fit is 
again the outstanding source of dif- 
ficulty. Therefore we could assume 
out of this group of data that there is 
again a problem of confidence con- 
cerning the fit of shoes, as we found 
the problem of confidence concerning 
quality of clothes fabrics. But, fortun- 
ately, we have in both cases additional 
data about the choice of store and 
about the attitude toward salespeople. 
Here differences in sales problems of 
the two commodities appear. Shoe 
stores are selected mainly upon the 
impression of the window display, 
which is decisive, too, for information 
concerning style, whereas for clothes- 
buying, recommendation was outstand- 
ing. Salespeople of clothes are judged 
chiefly by their social attitude and not 
by their real competency; conforming 
to that, we found in the situation of a 
shoe purchase a strong feeling of un- 
easiness which we shall have to discuss 
later in more detail. So another inter- 
pretation is here appropriate: in buying 
shoes, people do not care enough for 
proper fit—which they should be able 


to know—because they are too much 
impressed by the visual appearance of 
the shoe and because they feel espe- 
cially hampered in the shoe-buying 
situation.‘ We therefore pick out the 
importance of the visual appearance 
and draw conclusions as to the use of 
shoe photographs versus drawings in 
advertising, as to the use of lighting 
devices, as to the proper arrangement 
of the window display, and so on. In 
the case of clothes, we stress the dis- 
trust in quality and try to overcome it; 
in the case of shoes we stress the power 
inherent in the visual stimuli and try 
to take account of it. These very 
different ways, both of which proved 
successful, were possible only because 
of the broad set of data we could draw 
on. At the same time, it is true, the 
examples show how much is still left 
for the “‘art”’ of the student. 

An interpretation is the more success- 
ful according to the completeness with 
which it covers the relation between the 
individuals and the commodity under 
research, but no one interpretation can 
ever cover the whole market. Often it 
is necessary to dissect the whole set of 
data into different groups, and to give 
an interpretation for each part sepa- 
rately. Inastudy concerning a malted 
drug, three questions were asked, among 
others: (1) What advertising brands do 
you know? (2) Which brand are you 
using? (3) Why? The answers to 
these questions built up a special group 
suitable to interpretation. We select 
brands XX and YY as examples. In 
the following table, the figures are 





‘The details of this study and its consequences 
have been discussed in German magazines. The 
two main reports were by Dr. Lotte Radermacher in 
Schuh und Leder, Berlin, November and December, 
1932. 

5 However, it is possible to prove that only a limited 
number of interpretation patterns is practicable, the 
enumeration of which is of the highest importance. 
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indices, with the XX brand as the 
base, 100. 








Brand Knowledge Use 
XX | 100 100 
YY si 230 








This table shows that more people 
know the advertisements of XX brand, 
but fewer people use it than YY. 
At the same time, the respondents were 
asked how they came to use their brand 
of tonic. Among the answers, 62% 
referred to a doctor’s advice and 14% 
to the advice of friends. This high per- 
centage of personal influences and the 
fact that the knowledge of advertise- 
ment does not correlate with the use 
of brands showed that advertising had 
very little influence upon actual pur- 
chase. (In the same study, however, 
more than half of the respondents re- 
ported that they used cough drops un- 
der advertising influence.) ‘This small 
role of direct advertising for tonics is a 
partial interpretation, as it is not related 
to other groups of data, ¢.g., the attri- 
butes upon which stress is laid, on the 
role of the package, etc. Formulated 
in terms of our statistical axiom, the 
whole statement would read as follows: 
the standard consumer of tonics prefers 
brand YY, although he is more familiar 
with the advertising of brand XX; the 
reason lies probably in the fact that he 
gets his brand chiefly upon competent 
advice. That characterizes in part his 
attitude toward tonic. What he deems 


positively important for a drug, and 
why he considers it as a medical affair, 
is another question which is related to 
other data. 

The value of a basis of data which is 
as wide as possible has to be taken into 


consideration from the beginning of q 
study, as we can never tell in which 
direction the interpretation will lead 
Here lies an outstanding difference from 
the nonpsychological part of a study, 
If we wish to know how many people 
in a city own cars, we simply ask every 
respondent if he owns one. If we wish 
to know the psychological aspect of 
buying a certain commodity, we find it 
impossible to tell in advance which data 
will be suitable to our interpretation. 
Market students who are not trained 
in the psychological approach to market 
analysis often object to “superfluous” 
questions, which do not seem to pertain 
to the actual problem; but such ques- 
tions must be asked because of their 
potential use for an interpretation. 
Often very unexpected data are helpful. 
For a study about milk consumption in 
Berlin, for example, the following table 
proved very useful. If different bever- 
ages are grouped according to the 
minuteness of details which the re- 
spondent contributed in speaking about 
them, the following order results, in 
which the percentage of those who 
spoke in detail was: 


For % 
WN gh ikh:kk raae 4 wiki <a ee 100 
SNe 5 trie woe od aik:a hace ace ee 88 
IG. bis dae vides decease weerad eae oes 70 
Ei c05.6 de rickas. ca. aedaewwecme ae I 


Even the number of terms used is 
characteristic. In order to describe 
the taste of beer, 25 words are avail- 
able; for tea, 18; for milk, only Io. 
We could not know in advance that an 
enumeration of words is a good ap- 
proach to interpret attitudes toward 
beverages. So for coffee, for example, 
an enumeration of words was no longer 
available after we had discovered that 
we could use it. 











of a 
rhich 
lead. 
from 
udy, 
ple 
very 
Wish 
t of 
nd it 
data 
tion. 
‘ined 
irket 
Dus 
tain 
jues- 
their 
tion. 
ful. 
n in 
able 
ver- 
the 
re- 
Dout 
= 


who 





Some General Rules for Asking Questions 


Such considerations lead to the most 
important consequence of our analysis 
of interpretation in market research, to 
wit; what questions have to be asked in 
order to ascertain the best chances for 
an interpretation? Of course, every 
commodity requires a special approach, 
but long experience has shown us that 
the following rules contribute very 
much to success. They are given 
without any claim to being exhaustive. 
They pertain to what a group of 
respondents has to be asked in order 
to get data suitable for an interpreta- 
tion of the attitude of this group toward 
the commodity investigated. 

(1) Questions pertaining to concrete 
situations have to be paralleled with 
general questions. A typical concrete 
question is that pertaining to the last 
purchase of a commodity; details about 
the way of asking it will be stated in 
the second part of this paper. The 
parallel general question would read, 
“What do you feel as being important 
in buying this commodity?” An ex- 
ample as to how to use concrete 
and general questions together is af- 
forded by the case of garden flowers, 
where the answers concerning general 
attitude to flowers were correlated 
with answers concerning a single flower 
in the garden of the respondent. 

(2) Questions concerning the present 
situations have to be paralleled with 
questions pertaining to previous situa- 
tions. These preceding situations may 
pertain to recent items, ¢.g., the brand 
used just before the present one; or to 
more remote ones, such as experience in 
childhood. The attitude toward milk, 
for instance, cannot be understood 
without taking into consideration such 
very early experiences. 
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(3) All situations in which the com- 
modity is virtually involved shall be 
covered by the investigation. We had 
examples of that in the case of experi- 
ences with salespeople in the special 
market. In the same way, discussion 
of the store in which the purchase was 
made or of an advertisement which 
proved successful is advisable. Some- 
times other purchases which have close 
connection with the commodity under 
investigation must be covered. In a 
coal research we should discuss stoves; 
in a tire study, cars; in a stocking 
study, shoes, etc. 

(4) Objective as well as subjective 
data have to be secured and used for 
interpretation. Of course all data 
given by our respondent are subjective 
in the sense that they may be colored 
by the respondent’s attitude. But 
there are degrees of subjectivity. The 
price he paid last time or the brand he 
bought are in this sense objective data. 
Reasons for purchase, likes and dislikes, 
are subjective. In an interview con- 
cerning advertising, those the respond- 
ent remembers are certainly more 
objective data than his opinion con- 
cerning their value. In introducing 
this distinction we anticipate the second 
part of our paper. No further discus- 
sion of it will be made here. 

As an example of the application of 
these rules, we can take the problem of 
the decisive attribute of a particular 
commodity: what is it for toothpaste— 
taste, consistency, color, or strength? 
We could approach the matter several 
times in one interview. One may ask 
the respondent directly his general 
opinion about it; again, one may ask his 
reasons for the last purchase; and when 
one asks him why he dropped the brand 
previously used, one may get a third 
approach. Discussing advertisements 
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or salespeople, the problem may be 
involved once more. The statistics 
drawn from these different questions 
will certainly not show the same dis- 
tribution. But just the differences be- 
tween them, taking into account the dif- 
ferent psychological situations involved 
in the different approaches, will furnish 
the most valuable interpretations. 

In many other respects these four 
rules prove helpful in setting up the 
directions for an interview so that the 
chances for productive interpretations 
may be increased. ‘The interpretation 
itself is still up to the skillful student. 
Therefore, one other help can still be 
mentioned: the round-table conferences 
with the interviewers. It is a matter 
of fact that the good interviewer gets 
impressions out of his contact with the 
respondents which he cannot possibly 
fill into the questionnaire, partly be- 
cause he is barely conscious of them. 
But if from time to time the inter- 
viewers, or at least a group of them, 
are gathered together and asked to 
talk freely and without any responsibil- 
ity for the trustworthiness of their 
statements, then they furnish some- 
times very valuable interpretative 
“*hunches,” chiefly when they incite 
one another to survey all possible 
factors which may exist in this market. 

As an example, I quote the report of 
an interviewer during a shoe investiga- 
tion. She recorded the remarks of a 
lady which did not fit in the set-up 
of the interview, but which seemed 
nevertheless interesting to her. The 
lady had complained that she usually 
feels inhibited and uncomfortable when 
buying shoes. She is obliged to sit in 
her stocking feet, which leaves her 
helpless and at the mercy of the sales- 
man; she also fears that she may have 
a hole in her stocking, and so hesitates 
to expose her feet, which also may be 











neglected or deformed. It is impossi. 
ble to get up and leave, for she must 
first regain possession of her old shoe. 
Briefly this lady reported a definite 
inferiority complex when buying shoes, 
This is, of course, the kind of statement 
which only a very sophisticated con- 
sumer is able to make. But after our 
attention had been called to this fact, 
we went back to our other interviews 
and we found distinct traces of this 
inferiority complex there as well. Re- 
spondents, speaking of their experiences 
with shoe salespeople, often gave a 
tone of resentment to their report which 
we did not find in interviews concerning 
other commodities. For example: “He 
always looked at my mother instead of 
me.” ‘‘He seemed to question my 
purchasing power.” ‘He glanced dis- 
respectfully at my feet.” Together 
with other data, this led to several 
important conclusions, some of them 
having been mentioned above. 

There is no harm in these free 
hunches, as they may be rejected if they 
are not proven true by the final figures. 
In general, there is little danger that 
false interpretations will be used, as the 
data themselves narrow the opportuni- 
ties for it. But there is much danger 
that opportunities of interpretation 
may be overlooked, as the figures 
themselves do not suggest any one. 
Inasmuch as it is the main contribution 
of the psychologist to make figures live, 
he will get much advantage from the 
depicted arrangement of such round- 
table conferences during the whole 
course of the investigation. 

We mentioned that a general survey 
about the most frequent patterns of 
motivation would exceed the limits of 
this paper. In fact, the most different 


patterns prove useful in practice. ‘The 
distinctions between a passive and an 
active attitude, between a 


rational 
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‘and an irrational attitude toward a 


commodity; the most unexpected forms 
of social prejudices, which suppress 
latent readiness to buy a certain com- 
modity; psychological nonawareness, 
which makes an intellectual knowledge 
ineflective—a wealth of such concepts 
turns out to be of immediate practical 
value in the hand of the experienced 
market psychologist. 

It is the specific adaptability of these 
patterns to the data furnished by a 
special market survey which makes 
them valuable. The futility of psy- 
chology in market surveys, which is 
sometimes claimed, is always brought 
up in connection with a hunting for 
basic appeals. The ascertaining of the 
specific appeal is the psychologist’s 
real contribution. The ‘“‘Listerine 
Saga,’ the immense effectiveness of 
the halitosis scare, has certainly not 
been reached by considerations about 
the basic need for cleanliness. The 
quite specific problem of being aware 
of one’s own breath is the root of this 
famous advertising success. Of course, 
there are commodities for which general 
appeals are the right selling arguments. 
But then, this very fact is the specific 
feature involved in the purchase and 
consumption of this specific commodity, 
and has to be brought out by a psy- 
chological approach to this market. 

So far we have discussed the proce- 
dure of interpretation as one element 
of our approach to the problem of 
market research. We are now to dis- 
cuss the second element, perhaps even 
more important for the general set-up 
of the problem. 


II. The Conscious Elements of the 
Purchase as Data of Market 
Research 
_ We have now to speak of the distinc- 
tion between subjective and objective 





data, which was mentioned in rule 4 
above, and which involves a very 
interesting problem in the psychological 
approach to market study. 


The Structure of the Act of Purchasing 


If we put ourselves in the situation 
of a respondent and think over one of 
our own purchases, we can clearly 
distinguish different phases of it. First, 
we experience a need for a certain 
commodity; the old umbrella may be so 
torn that we feel we need a new one 
(great differences exist as to what is 
bearable in shabbiness), or we may be so 
impressed by a new style that we feel 
we ought to try it out, or many other 
variations may occur. ‘There are quite 
different degrees as to how much is 
known at this early stage of the devel- 
opment concerning the attributes of 
the needed object: the color, shape and 
brand of the product, and the store to 
be patronized may be imagined or may 
not be. Then a period of deliberation 
probably intervenes, which varies very 
much in length; compare that con- 
nected with the buying of a stamp with 
the amount of deliberation and consulta- 
tion which is involved in the set-up of a 
travel plan. Several infiuences may 
operate during this period of delibera- 
tion, either because we are purposely 
looking for deliberation, or because 
we are more open anyway to influence 
in this “latency period.” (E£.g., we rec- 
ognize more readily advertisements 
concerning a commodity we are need- 
ing.) Finally a decision is reached 
which is strong enough to make one 
start shopping. Then the choice of 
the store has to be made, the contact 
with the salesman must be gone 
through, and finally the definite choice 
of the article has to be executed. 
During the whole process money plays 
a great role. We have to determine 
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how much we can spend; perhaps we 
must even borrow or earn it by a special 
piece of work. And all the time 
previous experience in purchasing plays 
a role, showing up as preferences 
for certain stores or sources of informa- 
tion, special cautions concerning the 
value of the object to be purchased, and 
soon. ‘The different phases themselves 
can have quite different relations one to 
another; ¢.g., compare the procedure 
when we look around for a long time to 
get a certain antique, with the proce- 
dure involved in making an additional 
purchase in a department store which 
we entered for quite another purpose. 

To generalize these observations, we 
may say that the action of a purchase 
is markedly articulated and that differ- 
ent phases and elements can be dis- 
tinguished in it. These phases and 
elements of a purchase and their rela- 
tions to each other furnish very 
valuable data to the procedure of inter- 
pretation, as described in Part I. 

To a certain extent this is very well 
known to the practitioner. The peak 
of traveling, for instance, is in July and 
August. But since people generally 
deliberate several months before mak- 
ing any definite decision as to how 
to pass the vacation, the advertising 
manager of a vacation resort or a 
summer school sends out his folders, ad- 
vertisements, or leaflets several months 
before he hopes to see the patrons 
arriving at his place. 

The following example is a bit more 
subtle. In a study concerning the 
purchase of sweaters, which was spon- 
sored by a certain city store, we checked 
the purchase as to whether the cus- 
tomer knew beforehand which store he 
would patronize, or if he decided it 
only during the shopping. Calling the 
former “directed purchases” and the 
latter “nondirected,” we found that as 


against 100 nondirected purchases, 435 
directed ones were made. But break. 
ing down the figures according to the 
store where the purchase was finally 
executed, we found that, for every 19 
nondirected purchases, the following 
number of directed purchases occurred: 
Store X, 77; Store Y, 48; Store Z 
(client), 22. These are marked dif. 
ferences. Thus, together with other 
information concerning Store Z, we dis- 
covered that Store Z is not what you 
would call a “branded” store. 

A third example touches a point 
which is rationally known by everyone 
but always disregarded because no one 
cares for it. A purchase can in very 
different ways be related to previous 
purchases of the same kind; the cus- 
tomer chooses a store because he has 
confidence in it, because he is used to it, 
and so on. The most obvious differ- 
ence is that between the habitual 
purchase of a brand and the change in 
the brand from one time to the other. 
This distinction between habit and 
nonhabit in the purchase of some 
commodities is closely related to the 
age of the consumer. For example, 
women under 30 years of age generally 
do not buy the same brand of cosmetics 
each time, but over that age they are 
apt to form the habit of buying the 
same kind of cosmetics. <A_ similar 
phenomenon is disclosed in the purchase 
of beer by men. It is obvious how 
important for advertising and selling 
such knowledge is. 

The “time of deliberation,” the 
“anticipated features of the purchase,” 
the “relation to previous purchases” 
are only examples of what we could 
well call the psychological ‘“‘coordi- 
nates” of a purchase. It seems to us 
that one of the outstanding contribu- 
tions of the psychologist to the problem 
of market survey is the careful, general 
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study of the structure of the purchase, 
i) order to prepare us to find in a 
special study what could possibly be 
characteristic for the investigated com- 
modity. For a better understanding 
of two especially important examples, a 
diagram may be helpful. 

To go back to the little exercise in 
introspection to which we invited the 
reader above, we have to catch up on 
one experience which we have omitted 
so far. Remembering the details of 
any purchase, we find that some of the 
happenings bear what we shall call 
from now on an accent of motivation, 
whereas others do not. “I went shop- 
ping because I felt miserable.” “I did 
not enter that store because it was too 
crowded.” “I liked that hat because 
of its color.” “I selected this brand 
because my mother advised me to do 
so.” Such passages are recorded in any 
account you may give yourself about a 
purchase recently made. Many other 
events, which happened during the 
purchase but are not recorded as 
reasons, do not bear an accent of 
motivation. 

This accent of motivation is a funda- 
mental feature of our inner experience. 


| Reviewing the stream of experiences 


preceding an action of ours, we discover 
some elements in it which bear that 
accent and none which could not 
possibly bear it. Let me give one more 
example in order to make quite clear 
what we are talking about. I went to 
a certain street corner one day and 
asked some of the passers-by why they 
were walking down that particular 
street. Some of them answered very 


politely: one was just enjoying a walk 
in the sunshine, another was going to 
buy some cigars in the next drug store, 
the wife of a third had asked him to go 
out for a bit so that she could have an 
undisturbed chat with a friend, a fourth 


told me he walked there every day at 
that time. Of course, there were some 
who would not answer. One said it 
was a secret of his own why he was 
walking there, and another very defi- 
nitely advised me to shut up and tend 
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Legend. The letters indicate several decisive points 
in the time line by which the purchase action is graph- 
ically represented. N (need), D (decision), P (pur- 
chase), have already been discussed. ND would 
be the deliberation, DP the shopping. A relation of 
an element of P to the situation of D has just been 
used in the table, page 60. The reader is invited to 
review the different examples we gave in the last 
paragraphs, and to see that they all involve location 
of certain decisive points on the time line; every pur- 
chase is so far characterized by a certain configuration 
of these points relative one to another. The arrows 
denominate the “‘reasons”’ for the purchase, and that 
is the topic we have to discuss in greater detail. 


to my own business. And there was 
one who answered in an astonished 
tone, “‘I don’t know. I remember 
I was just writing in my room, and 
now I suddenly find myself here at this 
corner. I guess I had better go home 
again.” But there was no one who did 
not understand my question. They 
reacted very differently to it, but they 
did all react in such a way that there 
could be no doubt about the general 
existence of this accent of motivation in 
the same way as sensations or feelings 
are generally experienced. 

The diagram shown previously is so 
set up that it shows a very important 
classification which these reasons per- 
mit. However complicated a report 
the respondent may give of his reasons 
for a purchase, three groups can be 
definitely distinguished, according to 
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the accent of motivation: attributes of 
the commodity purchased, influences 
coming from the outside world, or 
impulses recorded as experienced by the 
respondent himself. ‘“‘I bought the 
object because of its quality,” is the 
answer typical for the attribute group 
of reasons. “I bought it because my 
mother advised it,” or ‘“‘because a 
certain advertisement impressed me,” 
are typical answers for the influence 
group. “I bought it in order to give 
it to my sister,” or “‘because I was 
afraid it would be sold out later,” are 
characteristic for the impulse group. 
In our little experiment at the street 
corner, we distinctly met with these 
three groups. In general, a concrete 
motivation offered by a _ respondent 
consists of a combination of attributes, 
influences, and impulses given as rea- 
sons, and the different combinations in 
which these three groups of reasons 
occur are themselves the subjects of 
interesting studies.® 

The distinction among these three 
groups of reasons may prove to be of 
immediate value for market analysis. 
In a study concerning beverages taken 
for breakfast, some of the reasons given 
for the choice of the beverage actually 
in use were influences: traditions of the 
family, because the husband was accus- 
tomed to it, and soon. Other reasons 
pertained to the attributes of the 
beverage, its taste, its psychological 
effects, its facility of preparation, etc. 
Between tea and coffee a distinct differ- 
ence appeared. For tea the ratio be- 
tween attributes and influences was 
8:1; for coffee it was 2:1. That cer- 
tainly indicates that tea is consumed 
with much more deliberation and is in 
its choice much less subject to influence 





®Such a study has just been made by Herzog 
and Toffler at the Vienna Psychological Institute. 


than coffee. Of course, other dat, 
were necessary, and were actually 
furnished, in order to achieve a cop. 
sistent interpretation, which in this 
case showed marked differences between 
the ‘‘traditional”’ coffee and the “de. 
liberated”’ tea. But what is to be 
stressed is that the relation between the 
number of attribute reasons and infly- 
ence reasons was a very valuable 
contribution to the procedure of inter- 
pretation as elaborated in Part J, 
Another example, used previously, js 
the laundry study. Some women gave 
impulses as their reasons for sending 
out the laundry, which pertained mostly 
to their desire for more comfort at 
home; the majority gave influences as 
reasons, in the form of additional work 
necessitated by illness in the family, 
visits, etc. The ratio of impulses to 
influences was 1:4, and we have seen 
how valuable this ratio proved for draw- 
ing rather far-reaching conclusions.’ 
The practical value of this sort of 
reason analysis may become clearer by 
drawing on statistics which the writer 
happened to find in an American 
research office. The supervisor of a 
study eliminated the following table of 
reasons for the purchase of a commod- 
ity, because “‘reasons given by people 
for their purchases are never reliable.” 





7 We may insert that, in general, the three groups 
never have to be considered together, which can be 
understood by glancing at our basic diagram. At the 
point P, when the actual choice of the object is inter- 
viewed, only attributes or influences are likely to enter 
the motivation of the respondent. Between N and 
D, when the awareness of a need and the decision 
to make the purchase are under discussion, impulses 
and attributes are considered. The choice of bever- 
age is an example of the first case, the decision to 
send out laundry an example for the second. In 
our diagram there is no overlapping of the two hor'- 
zontal sets of arrows. Of course N and P can get 80 
near together that there is no space for the horizontal 
arrows, and the impulse-attribute ratio is decisive. 
But that holds true mostly for other sorts of actions, 
seldom for purchases; so we can pass over it here. 
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The table is contracted; the original 
coding contained about 20 items. 

Reasons for purchase of a certain 
brand of a toilet device: 


oO 

/0 
Different advertisements...............4-- 34 
OS th SEO. Cc eC GREENER tn tks & eahemndle se 22 
Advice of people, friends, efc............... 14 
pe ror err rrr rey re ae er. 
Price..... Or re deel kee a ee eee 6 
inca A oie cian ok Wate e ae pier aw ea 12 


Such a table is not indeed very 
enlightening. But now let us proceed 
in the way we have found useful in 
other cases, and first distinguish be- 
tween influences and attributes. The 
original figures show a ratio of I:1. 
Compared with analogous European 
figures, this would show that we deal 
here with a type of purchase which is 
highly influenced. We do not know 
what this ratio means for the metro- 
politan area of the United States. But 
it is a shame that we do not know it, 
because it would be easy to have a 
system of such ratios from previous 
studies which would make possible 
a comparative interpretation of each 
new case. ‘Taking then the influences, 
alone, we find that there are twice as 
many influences coming from advertis- 
ing as from people. That again is 
probably very characteristic. We sup- 
pose that for garments, for instance, 
this ratio would be about the reverse; 
advice of friends will play a greater rGle 
than advertising. But again we do not 
know, because no experience is avail- 
able in this field of ‘“‘comparative 
reason-analysis.” Finally, let us take 
the attributes. Almost half of them 
read, “like it,” an absolutely insignifi- 
cant statement. Our examples given 
above leave not the slightest doubt that 
almost all the respondents included 
here would have had an answer for an 
additional question: “‘ What do you like 


about it?”’ But why should the inter- 
viewer do good work in this respect, 
when he knows in advance that his 
employer will eliminate the answers, 
because “answers of this sort are not 
reliable anyhow’’? 


Comparative Purchase Analysis 


The last remarks involved an aspect 
which has now to be pointed out more 
clearly. The data we are discussing 
here have a definitely subjective char- 
acter, and therefore may be biased by 
general tendencies or repressions arising 
in the consumer. The most current 
example of this kind is the argu- 
ment that people do not like to admit 
an influence of advertising upon their 
purchases. That may be, but this 
bias is at once dropped when we use 
data comparatively. People admit al- 
most three times as many advertising 
influences in the purchase of shoes as 
for clothes; they admit almost six 
times as many advertising influences 
for cough drops as for tonics, almost 
twice as many for cream as for lip- 
stick. We are certainly right to take 
these differences into consideration.® 

Every year hundreds, probably thou- 
sands, of market analyses are under- 
taken and have served their immediate 
purpose. But they contain data which 





8 In addition to that, our experience in Europe and 
our first trials in this country make us convinced that 
the unwillingness of people to report advertising 
influences is very little, and much exaggerated by the 
research agents. We do not know any figures which 
really prove this alleged unwillingness, and in Europe 
as well as here our figures indicate that 50% and more 
admit at the outset such influences for certain com- 
modities. It is as if the advertising agents were 
ashamed of their own business, and project these 
“complexes” in the minds of the respondents, who 
know less about advertising, make less fuss about it 
than we believe, and therefore do not actually refrain 
from admitting its effect. But as the possibilities of 
biases concern every question, we have nevertheless 
to develop mainly a comparative study of the data 
gathered by interviews. 
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could increase enormously the value of 
the next investigation, if they were 
gathered, used and saved system- 
atically. The simplest examples are at 
hand for that. We have just men- 
tioned the percentage of people who 
report purchases made under the in- 
fluence of advertising. A few para- 
graphs before, we mentioned the rdle 
of recommendation. If we knew for 
which commodities the admitted part 
of friends’ advice is relatively greatest, 
it would be a sound basis for a selling 
campaign. But take a more compli- 
cated example. When people speak 
about their experiences with sales- 
people, their reports can in general 
be grouped in two respects: they may 
want the salesman more active or more 
restrained; and they may judge him 
more from a substantial or from a 
personal side. All combinations are 
possible: “‘he should give much (or 
little) advice” affords a substantial 
approach: in the first case, an active 
attitude is preferred, in the second case 
a restrained one. “He should be help- 
ful,” or ““he should leave me alone,” 
are personal requests which show the 
same distinction. Every commodity 
is, then, characterized by two numerical 
indices: the ratio between the number 
of active comments and restrained 
comments; the ratio between the per- 
sonal comments and the substantial 
comments. We saw above that this 
latter ratio is high for shoe purchases 
and low for purchases of ready-made 
clothes. Such a pair of psychological 
indices for one commodity alone may 
not be too dependable. But a system- 
atic collection of them for several 
items, and a comparative use, is cer- 
tainly of the highest value for the 
control of markets. 

It is essential for such a comparative 
purchase analysis that the approach 


be a formal one, and in this sense it js 
just a generalization of what we called 
above the structural analysis of the 
purchase. Finally, of course, every 
study has to proceed to a substantial 
analysis. We want to know if people 
stress quality or style more in buying 
shoes, and which style could be most 
successful; here a comparison with 
other commodities would not be of 
great use. So that could be the mo 
ment when the psychologist could hope 
to “‘catch”’ the objection of unreliabjl- 
ity. We are already prepared to meet 
this objection, and it is once more the 
comparative use of such data which 
contains the solution. We have only 
to refer to our methods of interpreta- 
tion, and the comparative approach to 
the substantial contents of the re 
spondents’ answers, which we have 
summarized in the first part of this 


paper.?® 





® It is the consequence of this structural and com- 
parative approach to the technique of interviewing, 
which we wish still to mention. Suppose we are 
seeking the reasons for the choice of a brand at the 
last purchase. The answer is either an influence or 
an attribute of the commodity, on which the respond- 
ent lays the accent of motivation. We use the answer 
for two purposes: first, we compute the ratio between 
influences and attributes mentioned, as in our coffee- 
tea example; then we make two other statistics tabu- 
lating the different influences and the different attri- 
butes mentioned, in order to infer as to the most 
successful channel of influence and the determinant 
features of the commodity. Now suppose, for 
instance, that the number of attribute reasons is low, 
then the break in different attributes becomes statis- 
tically pretty poor. The same would hold true for the 
statistic of the influences, if the influence reasons were 
in a minority. A simple trick helps us to avoid this 
disadvantage. Should the respondent offer an at- 
tribute reason, ¢.g., color, we can ask, ‘‘ How did you 
know about the color?” And the respondent would 
answer, “I saw it in the window display.” Should 
the respondent bring an influence answer, ¢.g., advice, 
we would ask, “‘What was the argument in your 
friend’s advice?” And he would answer, “The nice 
color.” So the first step of the question furnished 
the influence-attribute ratio, according to the first 
answer. The second step furnishes for every respond- 
ent one or more attributes and one or more channels 
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Perhaps the most striking example 
of the value of this whole approach is 
that it makes valuable what is other- 
wise a mere disappointment, the lack 
of any answer. It may happen—for 
instance, in a case where most of the 
attributes have to be ascertained by 
a second question—that a very great 
number of answers read, “I don’t 
know.” Inastudy concerning vinegar, 
the majority of answers in the first 
step were either, “I took that brand 
because the dealer advised it,” or “I 
am used to that brand.’”’” When we 
kept on with our questioning, “‘What 
was the argument of the dealer?” 
or “Why do you stick to this brand ?” 
the most frequent answer was, “I 
don’t know.” As a result of our 
comparative reason analysis we knew 
that the number of “don’t know” 
answers was much higher than for 
other commodities. Together with 
other data, this led to the conclusion 
that people are very little vinegar- 
conscious, and therefore probably very 
little appreciate arguments or slogans 
about it. As a matter of fact, an 
advertising campaign which was based 
upon the mere trade name “X Vine- 
gar’ alone, repeated through all possi- 
ble channels and in different visually 
impressive forms, proved more suc- 
cessful than any other advertising 
which was carried out by competitors.” 

We restrict ourselves to the few 
examples given above, although much 
has to be omitted concerning this whole 





through which the attributes were stimulating, 
increasing considerably the number of figures avail- 
able for our interpretation. 

This is, by the way, an example of what we called 
above a specific appeal. We are pretty sure that the 
American tradition to advertise every commodity 
with a slogan sometimes misses the point. There 
are commodities for which the slogan is psycho- 
logically adapted, but others for which it certainly 
isnot. Only the special study can lead to the right 
ony. 


technique and its use for the formula- 
tion of the questionnaire, the instruc- 
tion and education of interviewers, and 
the evaluation of the answers. But 
some final remarks of a more general 
order are indispensable for a full under- 
standing of our standpoint, and a fair 
start for criticism of it. 


Theoretical Outlook™ 


We started with the problem, “‘ What 
part may psychology play in market 
analysis?” We had a hazy feeling 
that something of this sort existed, so 
we decided to survey actual activities 
in research in order to ascertain this 
role as clearly as possible. We found 
that two different meanings were in- 
volved here. The one was a procedure 
of interpreting market data, which we 
discussed in the first part of the 
paper. A special group of data neces- 
sary for the set-up of an interpretation 
proved to be “psychological” in a 
second and more special sense, the 
subjective data which were gained by a 
structura! analysis of the act of pur- 
chasing. The rdle of the psychologist 
thus appears to be a two-fold one: 
he has to insist upon interpretation, 
as one being trained to make it, and he 
has to furnish more and better knowl- 
edge of the structure of the purchasing 
act in order to improve the question- 
naire and to increase the number of 





11] wish to express my gratitude to the two psy- 
chologists to whom I owe most of the stimulation 
which led to the approach maintained in this paper. 
It was Charlotte Bihler’s compilation of a large range 
of data toward a vision of phases in childhood, adoles- 
cence, and adult life, which taught me the value of 
interpretation. It was Karl Bihler’s theory of 
language, with its new ways of using introspection for 
the analysis of a total field of human activity, which 
taught me the possibilities involved in the structural 
analysis of special groups of action. And it was the 
respect with which his name is met that procured me 
the opportunity to gather my concrete material during 
the last years. 
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valuable answers. A last ray of light 
can be thrown on the whole matter 
by indicating what connection exists 
between these two approaches. 

It lies in the word ‘‘motive” which 
appeared in both cases. We spoke 
about the specific motive in buying a 
commodity as construed by interpreta- 
tion; and we spoke about the accent 
of motivation given by the respondent 
in every single case. The difference 
implied therein is of great importance 
for all further progress. 

Taking data concerning another in- 
dividual or a standard consumer (which 
is logically equivalent, as we have 
seen), and interpreting them by a set 
of motives in order to draw conclusions 
as to his further behavior, is what in all 
scientific activity is known as the use 
of a hypothesis We link different 
elements of a given situation by such 
“connections” as follow: the visual 
attributes of a commodity are the 
decisive stimuli, a lack of confidence is 
the controlling tendency, and so on. 
Just what these are—a stimulus which 
arouses, or a tendency which leads to an 
activity—psychology is just beginning 
to find out. We know as little about 
them as students knew about some 
*‘connections”’ used in the beginnings 
of physical science when they found 
out, for example, that rubbed sulphur 
“attracts” little pieces of paper. Such 
concepts of connection bring the first 
order to a new field of investigation; 
progress in science consists in defining 
them more exactly, reducing them to as 
few as possible, and submitting these to 
definite measurements as to conditions 
of occurrence and amount of effects. 
The “motives” referred to in the 
procedure of interpretation are such 
concepts of connection, very ill-de- 
fined so far, vague, not yet reduced 
to the indispensable one and little 





suited to measurement. But we cer. 
tainly need them, and the danger 
involved in their use can be fairly 
avoided by realizing it. 

The reasons we get from the respond. 
ents’ motivations are the data. No 
“forces”’ to arouse or to lead, or any 
other ‘“‘connecting capabilities,” are 
imputed tothem. We use them statis. 
tically as we used the name of brands 
reported by the respondent or adver- 
tisements remembered by him. They 
are matter for interpretation, not to be 
confused with the connections with 
which an interpretation is operating 
itself. The motives as data pertain to 
every single respondent, and enter into 
our consideration in the form of statis- 
tics, and under the rule of our statistical 
axiom discussed previously. ‘The mo- 
tives, as concepts of connections, per- 
tain to the standard consumer; they 
are introduced by the student and not 
by the respondent; they are inferred 
from the respondent’s answers but 
drawn on from the stock of possible 
motivation patterns of which the good 
market psychologist has command. 
Motives, as data, are about as numer- 
ous in a market study as the number 
of respondents interviewed, sometimes 
even more frequent. Motives, as con- 
cepts of connection, should be as rare as 
possible in any one study, as the chance 
of successful manipulation depends upon 
the size of the realm we are able to 
cover by a few interpretations and the 
consequences deduced from them. In 
order to make this difference as clear 
as possible, we therefore always speak 
about the motive involved in an inter- 
pretation and the reasons given by the 
respondent. It should be helpful if 
this terminological discrimination could 
be introduced in the current discussion. 

There is good sense in stressing this 
rather abstract difference as much as we 
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do. Overlooking it has made many 
marketing students prejudiced against 
the participation of the psychologist in 
market research, and has likewise made 
many psychologists hopeless of finding 
here a field of sound activity. The 
usual argument was and is: the subjec- 
tive information you get from the 
respondent, the motive he gives for his 
purchase, is unreliable. But the ques- 
tion of unreliability does not even apply 
here. Reasons used as data in the 
sense we have discussed in Part II, are 
just material to be submitted to our 
interpretation, and can therefore not be 
true or untrue, but only intelligently or 
stupidly used by the market student; 
not the reliability of the single reason 
given by the single respondent, but 
the significance of tabulated reasons 
for the market to which they pertain, 
is the matterin question. ‘The motives 
which appear in the interpretation have 
basically nothing to do with the reasons 
given by the respondents; and they are 
true or untrue just in so far as the 
consequences drawn from them are 
successful or unsuccessful. 

Of course with this formal analysis, 
only a fence is withdrawn from a 
research field which has been neglected 
so far, and the psychologist is given a 
chance to reap a harvest in this field. 
The burden of proof is now upon him, 
and it is not an easy one. Our ap- 
proach in this paper was a very prag- 
matic one. We tried to show that, 
proceeding as we did in quite a few 
studies, we got results which were 
interesting for the theoretical psych- 
ologist and worth money to the business 





man. But at least three problems 
involved therein need further enlighten- 
ment: the logic of the procedure of 
interpretation; the statistical reliability 
of the numerical differences accepted in 
our comparative reason analysis; and 
the genetic interrelation between the 
experienced reasons and the motives 
used as concepts of connection in the 
procedure of interpretation.'* There 
is no better way for the psychologist 
to approach these important questions 
than to participate in market surveys. 
There is no better support for the 
practitioner than to have the collabora- 
tion of students who are interested in 
this sort of problem. 

It may be that some readers do not 
believe in such an abstract approach 
for practical purposes. They may feel 
that the same results could have been 
gained and reported in a much simpler 
way. ‘That might be true for what we 
know already. It is certainly wrong as 
to our chance for future concrete 
progress. Inthe field of market survey, 
as much as in any other field of empiri- 
cal research, the words of Pasteur hold 
true: ‘Only the mind which is prepared 
is favored by chance.” 


12 Tt seems that John Dewey has seen this problem 
very clearly. In his Human Nature and Conduct 
(New York: Henry Holt & Co., 1922, p. 119) he 
starts his deliberations about motives with the 
sentence, “The whole concept of motives is in truth 
extra-psychological.” He then holds that connec- 
tions are prior to reasons. This is quite contrary to 
what genetic psychology is generally maintaining. 
But it seems to us that genetic psychology has never 
seen clearly the problem involved. We should not be 
surprised if actual experiments would one day confirm 
Dewey’s considerations. 

















UCH interest has centered in the 

efforts of the National Indus- 

trial Recovery Administration 
to regulate intra-industry competition 
by means of codes designed, among 
other things, to eliminate the most 
flagrant abuses arising from the pursuit 
of profits by private enterprises en- 
joined by law to operate competitively. 
Important as this phase of our indus- 
trial problem is, we should not lose 
sight of the fact that there is a realm of 
competitive activity in which the in- 
dustry codes are little calculated to be 
effective, namely, in the inter-industry 
struggle between producers of alter- 
native or substitutive commodities. 


The Tariff as a Weapon in Domestic 
Com petition—Butter and Margarine 


On the surface, the tariff does not 
appear to be a usable weapon in domes- 
tic inter-industry competition, since 
it is customary to regard protective 
duties rather as the means of securing 
advantage to domestic producers in an 
intra-industry competition of inter- 
national scope. It is for this end, to 
be sure, that tariffs generally are 
devised, but it may be demonstrated 
that domestic producers, too, may tilt 
at each other with the tariff. The 
most usual way is by the imposition 
of a high duty on an imported com- 
modity used in the manufacture of a 
domestic competitive product. 

The American groups of fat pro- 
ducers who have come, in the last few 
years, to view with alarm our large 
imports of copra and coconut oil are 





LEGISLATIVE WEAPONS IN INTER-INDUSTRY 
COMPETITION — OILS AND FATS 


By GEORGES M. WEBER 








now fairly inclusive, and superficially 
give an impression of harmony of 
interests among themselves. Adver- 
sity, like politics, sometimes makes 
strange bedfellows, and while cotton- 
seed-oil and livestock producers have 
generally felt no strong concern for the 
fortunes of the dairy interests, for 
reasons presently to be explained, they 
do, for the time being, share a common 
purpose in the desire to eliminate 
coconut oil from the list of competing 
fats on the domestic market. Animus 
against coconut oil on the part of 
butter-fat producers is, however, of 
considerably longer standing than that 
of the other two groups of fat pro- 
ducers, and has been more forcibly 
expressed, if one is to judge from the 
record of tariff hearings, including the 
briefs and petitions filed during con- 
sideration of the fats and oils tariff 
schedules. 

Coconut oil has for some time been 
a thorn in the side of the butter pro- 
ducers. Since 1921 it has been the 
major ingredient of margarine, account- 
ing at present for 60% or over of all 
fatty raw materials used in the manu- 
facture of this product. In conse- 
quence those antagonistic to the growth 
of the margarine industry have be- 
stirred themselves to discourage coco- 
nut oil importation. When the United 
States adopted the policy of fairly 
comprehensive protective duties on 
vegetable oils in the Emergency Tarif 
Act of 1921, and reaffirmed and 


strengthened (on the whole) this policy 
in 1922 and 1930, the major force 
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behind the movement was found in 
organizations of animal-fat producers, 
particularly of butter-fat. While coco- 
nut oil was their chief concern, it could 
scarcely be singled out for individual 
action, and besides, other imported 
vegetable oils were not without at 
least potential threat to the home 
market. This group of fat producers 
has consistently, and almost unani- 
mously, stood for extreme protectionist 
measures against imported vegetable 
as well as animal oils. Indeed, it 
undertook the cause of protecting 
domestic cottonseed oil from such 
foreign competition at a time when 
members of that industry, with a few 
exceptions, stood out against such 
protection. 

The tariff acts have, however, uni- 
formly retained copra on the free list, 
in conformity with our policy of free 
admittance of raw materials, and the 
duty imposed on coconut oil served 
only to shift sources from the Dutch 
East Indies to the Philippines. It is 
not being unduly skeptical, therefore, 
to see something more than adherence 
to disinterested belief in the principles 
of self-determination in the support of 
Philippine independence by members of 
Congress from certain sections of the 
country. 

With the failure of the first inde- 
pendence act to find acceptance in the 
Islands themselves, the time when this 
thorny problem could be disposed of 
seemed to be uncertain last winter. 
Even after the passage and approval 
of the new Philippine Independence 
Act no immediate relief from coconut 
oil competition with domestic fats was 
insight. Accordingly, the war against 
this tropical product was moved to the 
domestic legislative front, with the 
inclusion in the recently enacted tax 
law of an excise tax on coconut oil, 





retained in the measure in spite of 
clearly expressed presidential opposi- 
tion.! The industrial ramifications of 
this tax will be examined later. 
Mention has just been made of the 
fact that the vegetable oil tariffs of 
Ig2I, 1922, and 1930 were passed 
mainly at the insistence of butter-fat 
producers rather than of producers of 
vegetable oils. In fact the trade associ- 
ation of the cottonseed oil industry in 
1922 went on record as opposed to 
protection. Before 1921, cottonseed oil 
was heavily on an export basis, and the 
majority of the producers believed they 
had more to gain in an open world 
market than in a protected domestic 
one. Not until after 1930, with the 
severe price declines incident to the 
depression and the accumulation of ab- 
normally large stocks of this oil, did the 
industry approach common agreement 
on the question of the tariff. By this 
time, in fact by 1924, cottonseed oil had 
lost all but a relatively insignificant part 
of its export market, and ruinous prices 
and mounting stocks during the depres- 
sion led the industry to grasp at all 
straws to assist it in keeping financially 
afloat. Before the shift in popularity 
from animal-type to nut-type marga- 
rine, cottonseed oil had enjoyed a fair 
outlet in margarine, where it was com- 
bined with animal fats to make a mixed 
animal and vegetable product. Mem- 





1 The original House bill fixed the tax at five cents 
per pound (about 200% on coconut oil at the then 
prevailing prices), applicable only to coconut oil and 
sesame oil. The Senate reduced this levy to three 
cents and extended its application to several other 
oils mainly or entirely of foreign origin, and not now 
subject to any considerable import duty. As passed, 
the act kept the processing tax at three cents, except 
for coconut oil originating elsewhere than in the 
Philippines or other possession of the United States, 
against which an additional two cents was levied. 
This alteration was doubtless the result of President 
Roosevelt’s opposition to the tax because of its effect 
on Philippine-American relations. 
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bers of the cottonseed oil industry, 
noting the declining relative importance 
of cottonseed oil in margarine along 
with the increasing use of coconut oil, 
were led to the belief that the latter had 
robbed them of a valuable market, 
potentially if not ever actually, of great 
dimensions. The maximum use of cot- 
tonseed oil in margarine amounted in 
1917 to 63.7 million pounds, and its 
greatest relative importance among 
margarine materials was in the year 
before, when cottonseed oil accounted 
for 30% of all fatty substances used in 
this product. Compared with an aver- 
age annual domestic consumption of 
refined cottonseed oil of over one billion 
pounds, 63.7 million pounds is not a 
very impressive amount. Neverthe- 
less, the industry found basis for the 
hope that an additional annual outlet 
for from 100 to 200 million pounds 
might be found in margarine manu- 
facture if coconut oil were excluded. 
At the same time livestock growers, 
interested in extending outlets for beef 
fats, such as oleo oil, oleo stearin, etc., 
joined the campaign against coconut 
oil, of which the increasing use in 
margarine has paralleled a decline in 
the relative importance of mixed ani- 
mal and vegetable fat margarines. To 
them, also, coconut oil appeared in the 
role of usurper of a profitable food 
outlet. In addition it stood in the field 
of soap materials as a competitor to 
inedible animal fats such as tallow. 
The sanguine estimates of potential 
additional outlets in margarine for the 
edible products of the cottonseed-oil 
and livestock industries, together, would 
aggregate at least twice the present 
amount of coconut oil going into marga- 
rine, and could not, therefore, be mutu- 
ally realized without a_ substantial 
increase in the volume of marga- 
rine production. Such a development 








would be entirely acceptable to these 
producers, who have openly expressed 
the aim to assist the margarine industry 
in realizing such an expansion, if that 
industry utilizes only domestic fats. 

The butter producers, on the other 
hand, are unalterably opposed to any 
appreciable growth in margarine pro- 
duction beyond the levels already at- 
tained. This last group is interested 
primarily in keeping down the produc- 
tion and consumption of margarine 
whether made of foreign or domestic 
fats, and to that end relies chiefly on 
means other than the tariff, although 
alert to strengthen its position by tariffs 
to whatever extent proves possible. 


The Demand for Blanket or Inclusive 
Tariffs 


There is another aspect to the diver- 
gence of interests of the butter-fat and 
cottonseed-oil producers in the matter 
of tariff policy. The former have con- 
sistently insisted on the necessity of a 
more inclusive tariff on fats and oils 
than now exists. Their thesis is that 
the United States, in spite of heavy 
exports of lard and substantial exports 
of certain other fats, is on a net import 
basis because the aggregate of oils and 
fats imported normally exceeds that of 
those exported, a fact borne out by 
official trade statistics. For this rea- 
son, and because of the great degree of 
interchangeability among the fats made 
possible by technical manipulation, 
they claim that all fats, whether classed 
as edible or inedible, must be subject 
to a protective tariff in order to main- 
tain the prices of domestic food fats, 
the products of American agriculture. 
They assert that imports of inedible 
fats depress the market prices of all 
fats by increasing the total supply of 
fatty materials among which substitu- 
tion in edible or inedible outlets can 
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take place. Since the present tariff 
law, with several exceptions, follows the 
principle of protective duties on food 
fats, but admits free of duty certain fats 
and oils used chiefly for technical pur- 
poses after having been denatured or 
otherwise rendered unfit for food, the 
advocates of blanket tariffs are dissatis- 
fied and believe that the protection now 
afforded falls short of achieving its 
purpose. 

Many spokesmen for the cottonseed 
oil industry, on the other hand, have 
expressed the opinion not only that 
blanket protection is not necessary to 
safeguard the interests of producers of 
food fats, but that the exclusion of 
most of the oils now imported would 
in the long run work to the disad- 
vantage of cottonseed oil producers. 
They have pointed out that the fats 
of which we have an exportable surplus 
are relatively high-grade food fats, 
whereas the bulk of our imports are oils 
for technical purposes, which with 
minor exceptions normally sell at lower 
prices than the food oils. They ex- 
pressed fear that any tariff which 
largely excluded the importation of 
cheap soap oils would result in the 
diversion in this country of certain 
edible oils such as cottonseed oil from 
food uses to the soap kettle. From 
such a development they feared an ulti- 
mate loss of relative price position.” 

It may, of course, be argued that such 
diversion could not take place unless 
industrial users were prepared to pay as 
much or more than food users, in which 


* In the last twelve months, however, there appears 
to have been a further shifting of opinion within the 
industry on the matter of foreign oil imports. The 
advocates of extreme protection against all oils seem 
lor the time, at least, to have won the floor. In the 
opinion of the writer this shift in views is largely a 
reflection of the fact that times of stress and emer- 
gency are apt to impair sound judgment and to en- 
courage short-sighted policies. 





case the industry itself would not suffer, 
even though the change could not be 
regarded as justified from the stand- 
point of the national economy or the 
interests of consumers. Such a view, 
however, fails to take into consideration 
the probable price readjustments of the 
several fats both in the world market 
and at home. The withdrawal of the 
United States as a purchaser in the 
world oil market would almost certainly 
have a depressing influence on foreign 
oil prices. This would make it more 
difficult to dispose profitably of our 
huge export surplus of food fats, and 
to the extent that they lost foreign out- 
lets or maintained them only at lower 
prices the domestic market would suffer 
and domestic prices of such fats decline 
relatively to those of the lower grades of 
oils of which the supply would be cur- 
tailed.* Butter-fat producers, whose 
product virtually stands in a class by 
itself and would never be diverted to 
nonfood uses, would possibly be the 
sole gainers from such a tariff policy. 
Balanced against the gains to this group 
are the possible losses in relative price 
position by certain other food fat 
groups, and, more important, the added 
burdens imposed on the consuming 
public. 

There exists in some quarters the 
belief, supported by evidence which is 
suggestive although not conclusive, 
that the Tariff Act of 1921, which 
largely shut out soy bean oil and peanut 
oil, worked in somewhat the manner 





It might be supposed that the effect of such a 
tariff policy would be to increase the price differential 
between food and nonfood fats abroad, and to dimin- 
ish it in this country. There is not, however, in 
Europe and elsewhere, the same cleavage between 
food and nonfood oils as in this country. For exam- 
ple, soy bean oil is very extensively used for food in 
Europe, while it constitutes only an insignificant 
contribution to food oils here. Palm oil, likewise, is 
more widely used in edible products abroad, and even 
linseed oil, which here finds no food outlet. 
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described above, in contributing seri- 
ously to the destruction of the export 
market for cottonseed oil, and result- 
ing, for a time at least, in lower relative 
prices for this oil on the domestic 
market. Unfortunately the correct- 
ness of this view can never be proved 
or disproved, since there were a number 
of other factors beside the tariff which, 
a priort, may be regarded as capable 
of producing the results noted. 


Legislative Activities Domestic in Scope 


The more far-reaching legislative 
activities pursued by conflicting inter- 
ests in inter-industry competition in 
the field of fats and oils are concerned 
with legislation which is purely do- 
mestic in scope. It has long been 
accepted as a truism that one of the 
fortunate aspects of American indus- 
trial development has been the absence 
of tariffs and other serious trade bar- 
riers throughout a great continental 
area extending 3,000 miles east and 
west and some I,500—2,000 miles north 
and south. There is danger, however, 
of underestimating the extent to which 
the benefits that flow from this condi- 
tion may be nullified by organized 
interests, lobbying in Congress and in 
state legislatures for restrictive laws of 
one kind and another, aimed at embar- 
rassing the operations of competitors. 
The principle of ‘“‘each for himself and 
the Devil take the hindmost,” so 
respectable in international affairs un- 
fortunately does not fall into disrepute 
within the national boundaries, and the 
guerilla warfare between industries 
leads to the kind of legislation, or 
attempts at legislation, of which the 
results are similar in kind to those of 
international trade restrictions. 

The civil war between the fats has 
its most conspicuous and most long- 
standing example in the state and 


Federal "anti-margarine legislation, 
which began in the decade of the 1880’; 
and of which the end is not yet in 
sight. At that time the conditions of 
misrepresentation and fraud, which 
originally gave color of legitimacy to 
Federal and state regulatory enact- 
ments pertaining to margarine, could 
never alone have forced the passage of 
such laws. Adulteration and misrepre- 
sentation in a very wide list of food 
commodities was then rife, yet the 
public was forced to wait until 1906 for 
Federal legislation which gave it some 
protection against abuses of this sort 
as applied to food commodities in 
general. It was the powerful and well- 
organized dairy and butter producers 
who were the driving force behind the 
original Federal margarine act and the 
several amendments subsequently 
adopted. ‘This is not to say that there 
was no basis for ‘interference with 
practices connected with the sale to 
the public of “artificial butter,” but 
that the regulatory laws as passed 
were planned to do more than prevent 
fraud. Itis true that even this purpose 
was not entirely achieved in the early 
years of such legislation, but with the 
invention of automatic machines for 
cutting and packaging butter and mar- 
garine, fraud in the sale of the latter 
could have been prevented by the 
simple requirement that it be sold at 
retail only in the original packages to 
which unbroken revenue stamps were 
affixed, as is done in the case of tobacco. 
For this purpose a very moderate 
administrative tax, and perhaps small 
license fees for producers, wholesalers, 
and retailers would have been adequate. 
No regulations regarding color would 
then have been necessary. Some diffi- 
culty might have presented itself in the 
control of margarine served as butter 
in public eating places, but this chance 
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for misrepresentation exists in any 
case, even in spite of laws aimed to 
prevent it. Furthermore, it is not, rel- 
_ ely speaking, of serious proportions. 

he Federal oleomargarine law was 
Bho in 1886, and has been amended 
a number of times since, the latest 
amendment, passed in 1932, making 
margarine testing above a certain de- 
gree of color because of the use of 
naturally yellow fats, like palm oil, 
taxable at ten cents per pound, the 
same as artificially colored margarine. 

The prolonged period of economic 
prostration since 1929 has inspired a 
decided revival in antimargarine legis- 
lative proposals. Some of the proposed 
amendments to the Federal law have 
taken the form of increasing the present 
administrative tax of one-fourth of one 
cent per pound on colorless mar- 
garine to something approaching the 
present tax of ten cents now applied 
only to margarine either artificially or 
naturally yellow. Another has pro- 
posed to limit materials going into 
margarine to products of continental 
United States, except under the penalty 
of per ment of a tax of ten cents per 
pound (about 100% at present prices 
of vegetable oil margarine). The most 
stringent proposal was contained in a 
bill introduced into the House of Rep- 
resentatives in January, 1934, to pro- 
hibit the manufacture and sale of 
margarine.* This bill was referred to 
the Committee on Agriculture, but was 
never reported out of committee. 

At the present time nearly every 
state in the Union has some legislation 
on its statute books concerning marga- 
rine. In some cases the only require- 
ment is for correct labeling, but many 
state laws are considerably more restric- 
tive than the Federal law. From 1931 


‘H.R. 6612. 
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to 1933, inclusive, over two hundred 
bills were introduced into forty-two 
state legislatures calling for further 
taxation or other restrictions on mar- 
garine manufacture or sale. Some 
increase the tax per pound on all 
margarine; some increase license fees 
to manufacturers, wholesalers, and re- 
tailers; a number, passed in states in 
which livestock growing is important, 
have included provisions granting ex- 
emptions to margarine containing speci- 
fied percentages of animal fats. Some 
acts also penalize margarine containing 
imported oils. 

In an address before the National 
Livestock Association at Ogden, Utah, 
on January 12, 1933, the then executive 
vice-president of the National Cotton- 
seed Products Association asserted that 
the secretary of the National Coopera- 
tive Milk Producers Association re- 
fused to join the cottonseed oil and 
livestock producers in support of a 
measure to impose a tax that would 
virtually compel the use of domestic 
fats in margarine, on the ground that 
such a measure would not necessarily 
discourage margarine output.® He was 
said to have amplified his explanation 
of the position of the organization he 
represented by stating that he and 
the dairy interests were not going to 
cease fighting margarine until they had 
succeeded in equalizing the cost of 
producing butter and margarine. 

A paper® read by Mr. Loomis of the 
National Dairy Union before the World 
Dairy Congress in Copenhagen, in- 
cluded the statement that the butter 
industry should strive to increase but- 
ter consumption, among other ways, 
by “‘taking every step that is legally 





5 Reprinted in the Cotton Oil Press, February, 1933, 
p. 12. 

6 Summarized in Dairy Produce, September 8, 1931, 
p. 23. 
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and morally defensible to reduce the 
consumption of margarine and other 
vegetable oil products.” Looking for- 
ward to the time when the United 
States shall again become a butter 
exporting country, the same writer 
asserted that this country’s interest 
then would be in a world butter market 
“properly freed from the competition 
of vegetable oil products.”” One notices 
in these statements a frank admission 
that vegetable oils, as such, are on the 
black list, and not merely the “‘cheap 
foreign oils that rob the American 
farmer of his home market,” which 
are so much to the fore in tariff argu- 
ments by these groups. 


Regional Discriminations against Butter 
and Lard Substitutes 


The states having the most severely 
restrictive legislation against margarine 
are naturally those in which dairy 
products or livestock are important 
agriculturally. The provisions in some 
laws varying the tax on the basis of 
the amount of animal-fat ingredients 
constitute a regional discrimination 
against the cottonseed oil producing 
area of the South. In Wisconsin the 
upper house of the legislature last 
winter passed a resolution requesting 
the Federal Government to take over 
and close all plants manufacturing 
substitutes for butter and lard as a 
means of stabilizing the dairy industry.’ 
While it was scarcely to be imagined 
that such a resolution would receive 
serious attention in Washington, it is 
somewhat disturbing to think it should 
have been proposed, even for the sake 
of impressing constituents. 

Semisolid vegetable shortenings, or 
lard compounds, composed wholly or 
chiefly of vegetable oils, principally 





7 See National Provisioner, January 30, 1934, p. 42. 


cottonseed oil, have, like margarine, 
been the object of restrictive efforts 
by competing interests. This industry 
was the outgrowth of lard adultera- 
tion, and during its early years waged 
a long fight in Congress against laws 
patterned after the margarine law, 
designed to stifle its growth. The 
interests back of the proposed lard- 
compound bills were not, however, so 
strong or so well unified as those 
earlier back of the margarine legisla- 
tion, with the result that the former 
escaped the restrictive laws imposed 
on the latter. 

But just as the depression inspired 
a new crop of antimargarine bills, 
so it has threatened also to subject vege- 
table shortening, or lard compounds, 
as they are commercially known, to 
unfriendly treatment. In 1931 South 
Dakota went so far as to pass a law 
imposing a tax of five cents per pound 
on all vegetable oils and vegetable 
cooking compounds, except corn oil. 
Earnest representations on the part 
of an aroused cottonseed oil industry 
were influential in bringing about the 
repeal of this act two years later. 
A number of other states have had 
similar bills before them, and Wisconsin 
and Ohio imposed certain restrictions 
on the use of vegetable fats where the 
expenditure of public funds was in- 
volved. In this connection it may be 
mentioned that one of the most com- 
mon state restrictions against margarine 
is the prohibition of its use in public 
institutions. 

Another effort in this direction was 
made in Iowa, where the corn-hog 
system of agriculture is dominant. 
A bill introduced into the legislature 
last winter called for a tax of three 
cents per pound on all lard substitutes. 
While this levy was more moderate 
than that earlier imposed by South 
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Dakota, it was high enough, if adopted, 
interfere seriously with sales of such 
products, particularly in commercial 
ag such as baking establishments. 

, January the official trade journal 
of the National Cottonseed Products 
Association, which had evidently pro- 
tested against this bill, printed the 
following telegram from the Secretary 


of Agriculture of Iowa: 


Just as cottonseed oil is your state’s 
most important product so is (sic) lard and 
pork products Iowa’s chief concern. Our 
department is sponsoring bill asking three 
cent tax on lard substitutes not as an 

nbargo but as protection for a home 


in idustry. 

Fortunately for those who believe 
‘a the benefits of internal free trade, 
this attempt at industrial Balkaniza- 
tion did not succeed. 

Industrial and Technological Effects— 
Soap Oils 

The most recent shot fired on the 
national front in the war of the fats is 
the inclusion in the new tax law of an 
excise tax of three cents per pound on 
coconut oil, palm oil, palm kernel oil, 
sesame oil and sunflower oil. A five- 
cent rate applies to coconut oil not 
originating in the Philippines or other 
United States possessions. The oil 
really aimed at was coconut oil, the 
others being included later and as a 
partial means of disarming criticism on 
the ground of discrimination. This 
paragraph in the income-tax law obvi- 
ously was not a bona fide revenue meas- 
ure, since its purpose was to safeguard 
the home market for domestic fats, and 
since all taxes collected from Philippine 

conut oil are to revert to the Philip- 
pine ‘lreasury. The tax promises to 
eliminate a substantial percentage of 
the present domestic outlets for coconut 


® Cotton Oil Press, January, 1934. 
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It has already been pointed out that 
the chief opposition to coconut oil came 
from producers of food fats, and that 
the cottonseed oil industry, at least, had 
little or no desire to eliminate coconut 
oil from the domestic market entirely. 
The openly expressed hostility to coco- 
nut oil has been chiefly on the basis 
of its use in margarine—by the butter 
producers because they wish to dis- 
courage margarine output as a whole, 
by the cottonseed oil and livestock 
producers, because coconut oil seems 
to have displaced their products in 
margarine manufacture. And_ yet 
margarine does not provide the major 
outlet for the coconut oil consumed in 
this country. While it is the most 
Taste lI, U.S. Factory Consumption or Coconut 


Ort By Principat INDUSTRIES 
(In thousands of pounds) 








| 1931 1932 
} 
Do Aa ee 592,684 | 549,515 
eer re 133,117 | 123,219 
Vegetable shortening. scosel 945892 8,332 
Other edible products..... | 52,984 | 40,853 
Soap.. -+ +++] 340,503 | 353,527 
All other taduseries (in- | 
cluding loss in refining)..| 31,948 23,584 











Source: U.S. Bureau of the Census. “Factory Con- 
sumption of Animal and Vegetable Oils by Classes of 
Products” (mimeographed report). 


important raw material for the mar- 
garine industry, the average annual per 
capita output of marga.:..e is scarcely 
above two pounds, compared with a 
butter consumption before the depres- 
sion of between fifteen and twenty 
pounds. The great consumer of coco- 
nut oil is the soap industry. In both 
1931 and 1932, according to reports 





® Producers of beef fats also have an interest in 
curtailing the use of coconut oil in soap, where it 
competes with inedible tallow and similar materials, 
but this phase of the question was distinctly sub- 
ordinated to the other. 
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of the Bureau of the Census, the use 
of coconut oil in soap amounted to 
between two and one-half and three 
times the amount used in margarine. 
Coconut oil is, in fact, the most impor- 
tant soap material after inedible 
tallow. 

The tax on coconut oil promises to 
compel far-reaching changes in the soap 
industry. It is unlikely that more 
than a small percentage of the soap 
now made with this oil can continue to 
utilize relatively so costly a material. 
The only circumstance under which the 
industry would be likely to do so would 
be if the domestic price leve! for all 
fats were raised sufficiently above the 
world level to permit the tax to be paid 
without greatly increasing the relative 
cost of coconut oil on the domestic 
market. As long as we must find for- 
eign outlets for a substantial volume 
of lard and other edible fats, this possi- 
bility seems remote. 

For a number of types of soap pro- 
duced in large quantities today coconut 
oil is particularly suitable. It makes a 
good hard-water soap, it satisfies the 
present preference for white laundry 
soaps, and it is well adapted for use in 
soap flakes and chips. Domestic fats 
available for the soap kettle can only 
in part be substituted for coconut oil 
for several kinds of soap now indemand. 
It was the opinion of the Tariff Com- 
mission in its latest report on vegetable 
oils that the elimination of coconut oil 
from soap materials domestically avail- 
able would require pronounced changes 
in the technology of the industry.” 

It goes without saying that the soap 
industry, the principal consumer of 
coconut oil, as well as other nonfood 
industries using small amounts of this 





1 Report to the Congress on Certain Vegetable 
Oils, Whale Oil and Copra. Report No. 41, Second 
Series, 1932. 





fat, is strongly opposed to the tax, as 
are the food-industry consumers of 
coconut oil, against which the tax js 
especially aimed. Another group 
which will be hard hit will be the 
copra-crushing plants at the Pacific 
Coast ports, through which most of our 
copraimportsenter. And lastly, trans- 
Pacific steamship lines which have beep 
earning freight money on copra and 
coconut oil will be adversely affected, 
particularly as the eastbound freight 
movement is already much lighter than 
the westbound. 

To these groups which will be more 
or less adversely affected as producers 
by the coconut-oil tax, must be added 
all groups within the country who, as 
consumers, may be compelled to pay 
more for products utilizing fats and 
oils, and who are affected by laws pro- 
moting an uneconomic use of higher- 
grade materials of domestic origin for 
purposes for which lower-grade mate- 
rials of foreign origin would serve as 
well or better. President Roosevelt 
has made clear his disapproval of the 
coconut oil tax on the ground of its 
unfairness to the Philippines. It would 
appear to be at least as important to 
consider also the domestic repercus- 
sions of this measure. 


Constitutionality and Public Policy 


The dubious wisdom from the stand- 
point of the national economy of the 
type of legislation likely to be inspired 
by attempts of one industry to further 
its interests at the expense of another, 
or of the public at large, brings up the 
question of how far the Constitution, 
under current judicial interpretation, 
may be counted on to restrict such 
legislative activities. A number of 
Supreme Court decisions have appat- 
ently established the constitutionality 
of laws such as the margarine act. 
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This court has upheld the right of 
Congress to impose taxes on any indus- 
try or commodity it chooses to select 
so long as the act appears, on its face, 
to be a revenue measure. It has 
declared itself not ready to go behind 
the surface to seek the motive." 

The leading case directly on the 
margarine act’? lays down substantially 
the same principle, and the tax on 
coconut oil would presumably be up- 
held on the same grounds. 

Yet, when the advocates of Federal 
child labor legislation, encouraged by 
decisions of this tenor, sought to impose 
poise control via the power of Con- 

rress to levy taxes, the Supreme Court 
held the act unconstitutional on the 
cround that it was not, on its face, a 
revenue measure, but rather one clearly 
designed to regulate activities the con- 
trol of which belonged to the states. 
Nevertheless, the Court did not con- 
sider the earlier principle to have been 
reversed by this decision, and reconciled 
the two decisions chiefly by the fact 
that in the former cases the laws in 
question were on the surface tax meas- 
ures, and in the latter on the surface a 
regulatory measure. 

To one not trained in the law, the 
ruling decisions on the margarine and 
child labor acts seem inconsistent in 
spirit even though reconciled in the 
letter. Nevertheless, more recent de- 
cisions on closely related points give no 
ground for the belief that the Court 
would reverse itself if the margarine 
act again came before it on a direct 
test of constitutionality. Furthermore, 


“Subject to such limitations (of geographic 
iniformity) Congress may select the subjects of taxa- 
tion and may exercise the power conferred at its 
discretion . . . the fact that other motives may impel 
the exercise of the federal taxing power does not 
authorize the courts to inquire into the subject.”— 
U.S. v. Doremus, 249 U. S. 86. 

McCray v. U. S., 19 U.S. 27. 
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the question at issue was that of the 
respective powers of Federal and state 
governments. ‘The larger question of 
public policy involved in discrimination 
as between competing products was 
not considered. As far as Federal 
legislation is concerned, therefore, the 
way seems open for discriminatory 
laws as between competitive industries, 
so long as the outward form of a taxing 
measure be preserved. 

As regards state laws the record to 
date is not particularly different, al- 
though in several cases of flagrantly op- 
pressive laws the state supreme courts 
have held them unconstitutional.’ 
Certainly there is little in the picture 
to discourage bigger and better lobbies 
from operating in both state and Fed- 
eral halls, with the aim to gain not 
only concessions for the interests they 
represent but also embarrassing re- 
strictions against competitors. 

We may reap an unfortunate by- 
product of some of the recent legislation 
designed to assist recovery and social 
and economic reorientation through 
the fact that the passage of laws de- 
liberately and openly burdening some 
groups in order to subsidize others has 
strengthened the precedent for similar 
legislation in cases for which no shadow 
of social justification exists. A realis- 
tic view of our political processes 
compels recognition of the fact that law- 
makers may often mistake the clamor 
of an aggressive lobby for the genuine 
voice of the people. We have long 
been aware of the evils inherent in tariff 
making by lobbying and log rolling. 
Are we sufficiently alert to the dangers 
of industrial Balkanization within our 
national! boundaries that grow out of 
inter-industry conflict with legislative 
weapons? 





13 Jelke Co. v. Emery, 193 Wis. 311, 214 N. W. 
369, 53 A. L. R. 463; People v. Caroline Products Co., 
345 Ill. 166, 177 N. E. 698. 
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RELATIONS BETWEEN 


THE STATE AND THE 


ELECTRIC-POWER INDUSTRY IN FRANCE 


By PHILIPPE SCHWOB 


State and the electric-power indus- 

try in France might be considered 
from a number of aspects. One of 
these, the legal aspect, would call for 
an analysis of laws and jurisprudence, 
be it judiciary or administrative. Al- 
though this is certainly an important 
aspect of the problem, we do not intend 
to study it in this article. The dimen- 
sions of this essay do not allow such 
a research, for the summary of laws, 
decrees, orders, official instructions, and 
cahiers des charges' would make a 1,200- 
page book, and an enormous amount 
of literature has been written on the 
matter. It will nevertheless prove im- 
possible to leave the legal question 
completely aside; we shall give only 
a brief account of the basic principles 
in the matter, and insist only on those 
which have directly influenced the 
economic results, in which we are 
interested. To say that everything 
would have turned out differently, 
had the State been unable to enforce 
a maximum selling price on the dis- 
tributors, is a truism. If our system of 
regulation had been the same as it is in 
the United States, many abuses, which 
took place over there and proved 
impossible in France, would have 
existed here as well as there. That 
example might be enough to show 
what a deep influence a_ simple 
juridical principle may have in such 
matters. 


/ ‘HE problem of the relations of the 





1This term denotes the whole set of obligations 
which the State enforces upon a concessionnatre. 


Every study of the problem we pro- 
pose to discuss must be divided into 
three parts; namely, the problem of 
production, the problem of transmis- 
sion, and the problem of distribv- 
tion. ‘This seems a reasonable division, 
Nevertheless it is an arbitrary one; the 
three fields are not at all separate, and 
the reciprocal reactions between them 
are constant. Until comparatively re- 
cently, except for very short distances, 
the question of transmission did not 
even exist. Then production adapted 
itself to the needs of distribution; the 
collectives (State, department, or com- 
mune) were even obliged to enforce 
upon the industrials a minimum rate 
for the development of their producing 
power. The economical circumstances 
and, on the other hand, the new possi- 
bility of transmitting energy over great 
distances without excessive losses and 
at a reasonable cost have transformed 
the problem. There is no more ques- 
tion of merely producing for con- 
sumption, but consumption must be 
developed so that it may absorb the 
whole of production. The purely 
industrial character of production be- 
came accentuated, and also the com- 
mercial character of distribution, and 
the two functions of producer and 
distributor became more and more 
distinct. But the reciprocal influences 
are better recognized today. The stu- 
dent who wants to examine thoroughly 
the relations among the three aspects 
of the electric-power industry cannot 
rest satisfied with a separate inquiry 
into producing turbine, transmission 
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line, and consuming lamp. In order 
to show that such an analysis has for 
us only a methodological value, we have 
thought it advisable to study the 
question not in its logical order, but 
rather historically, the order along 
which took place the successive inter- 
ventions of the State. Such an ap- 
proach to the study will enable us to 
see that the State has not been able to 
keep its intervention within the limits 
to which it first intended to keep it, 
and that it has been obliged, after 
having regulated the field of distribu- 
tion, to enter also the fields of produc- 
tion and transmission. 















Distribution 






In 1906 the French Parliament first 
enacted a law regulating the distribu- 
tion of electricity, though that kind 
of enterprise had developed in towns 
at least since the 1890’s. Before we 
get to the results, we must review the 
principles underlying the different ad- 
ministrative régimes. Originally there 
was the permission de voierie, given 
by the municipality, nearly always 
adopted. It was based upon the fol- 
lowing idea: electricity and its applica- 
tions are exclusively private business; 
if the work is done by some one on 
his Own possessions, or on private 
properties, public authority has nothing 
to do with it; if, on the contrary, 
the work has to be wholly or partially 
done on domaine public, one must 
ask for the permission to occupy a 
partofthatdomain. But that occupa- 
tion is merely tolerated by the ad- 
ministration. The permissionnaire and 
the administration are not bound by 
any contract. The former may not 
use the permission at all, or he may use 
it only for a while; there is no direct 
way to oblige him to exploit the domain. 
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On the other hand, the administration 
may at any time revoke the permission. 
Hence, the position is as unsatisfactory 
for the permissionnaire as it is for 
the administration and for the con- 
sumers. Administration has in fact 
given a privilege and nearly a monopoly 
to the permissionnaire, but it cannot 
in any way control his acts and protect 
consumers against excessive tariffs. 
Even excessive tariffs are likely to be 
asked; at least they become as high 
as possible, for the permissionnaire, 
having only a permission, a possession 
précaire, will try to get the maximum 
return in the shortest time. For that 
purpose, two ways are opened to him: 
he may reduce as much as possible the 
cost of works and save at the expense 
of regularity and security in the service, 
or he may charge the highest price, 
with no other limit than the necessity 
of selling the whole production. 
Neither is compatible with the public 
interest. ‘The administrative attitude 
which, even before 1906, tended to 
give preference to concession against 
permission might be explained by the 
fear of such abuses and the opinion 
that the distribution of electricity 
ought to be looked upon as a public 
service. 

Though administrators were of such 
a mind, the 1906 law failed to unify 
the régimes. The permission was kept 
alive (since 1925 it is limited to dis- 
tributors selling directly or indirectly 
to the public a total power not over 
100 kw., and it is given for a maximum 
of 30 years), and two other régimes 
were added, the concession simple and 
the concession déclarée d’utilité publique, 
the last one giving to the enterpriser 
facilities to have the work done on 
private property. 

First, which is the administration 
in charge of organizing the distribution 
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of electricity?? There are the two 
extremes, the commune and the State. 
The commune deals as it will with 
enterprisers when the whole distribu- 
tion is within the limits of its territory. 
The State, through the Ministre des 
Travaux Publics, deals with concessions 
exceeding those limits. Between these 
two extremes, the Syndicats de com- 
munes have over the territories of the 
constituent communes exactly the same 
powers which each commune has over 
its own territory; finally the Ministre 
delegates his power to the Préfet when 
the concession does not exceed the 
limits of a department. 

What are the advantages of the 
régime*? First, the concessionaire is 
in a better position than was the 
permissionnaire, for he has an exclusive 
right to use public ways for his works, 
a right which, although limited in 
time by the duration of the conces- 
sion, cannot, except in case of for- 
feiture, be suppressed before the end of 
the concession. On the other hand, 
the administration can enforce upon the 
enterpriser some conditions, and there- 
fore is able to introduce a better organi- 
zation into electrical distribution, to 
limit tariffs, and to obtain equal treat- 
ment for all users. Around that idea 
of concession the whole French law 
has crystallized. Public ownership or 
“‘mixed economy” does not seem to 
have been very much favored. They 
are to be found in Alsace Lorraine 





2 Jolly, Pierre, “The State and Its Subdivisions as 
Members of Business Corporations” and “Public 
Utilities in France,” 1x HARVARD BUSINESS REVIEW 
1 and 4, October, 1930, and July, 1931, pp. 18, 409. 
Régie interessée, or “mixed economy,” to which refer- 
ence will later be made, is explained in these articles 
as the running of a public service by private enter- 
prise, but with the State participating in the profits. 

3 Régime is the whole set of legal and administra- 
tive regulations in a certain field. The distribution of 
electricity might be put under three different sets of 
regulations, each of these sets being a régime. 





as a vestige of German policy, or, 
for recent developments, in those parts 
of the country where electrical dis. 
tribution is so uneconomic that not 
a single enterpriser was willing to ask 
for a concession. 

Without taking further into account 
the question of principles and seeking 
whether the concession is better or 
worse than other modes of exploita- 
tion, we shall try to look only at the 
results and to see whether the effect 
has been to conform to the principle 
involved in the idea of concession. 
First, let us consider the repartition 
of electrical distribution in France. 
The administrative principle seemed 
bound to produce a great number of 
small distributors. That did not hap- 
pen, or, at least it is not the situation 
any more. Beginning with the present 
century, there has been a definite 
tendency towards concentration which 
finally ended in what is called remem- 
brement, or consolidation of concessions. 
That was first done inside of towns. 
The best example is Paris itself. It is 
well known that originally six different 
companies had electrified the city, 
that the 1907 agreement had merged 
all these secteurs into a new company, 
which was to be substituted for them 
on January I, 1914, the Compagnie 
Parisienne de Distribution d’ Electricité 
(C.P.D.E.). <A first and quite impor- 
tant disadvantage of such a way of 
concentration is quite apparent: each 
secteur had applied different technical 
principles, and the new company, de- 
spite the transformations made in the 
intermediate period 1907-1914, in- 
herited an heterogeneous property, 
much more difficult to run than if it 
had been first conceived as a single 
system of distribution. But it is rather 
easy to criticize afterwards, and it must 
be said that it was really impossible 
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to guess in the 1890’s the next develop- 
ment of electrical applications. More- 
over, evenif avery clever administration 
had guessed it, it would have been 
impossible to find an enterpriser willing 
to assume such a risk. 

The companies distributing elec- 
tricity in the city itself developed 
their systems also into the environs. 
That is not so easy to detect in Paris 
where the boroughs were electrified 
at nearly the same time as the city, 
but it is quite clear in towns like Lyon 
and Lille for example. In this way 
some rather important islands of dis- 
tribution have been created. Con- 
centration was still useful in places 
where population was more dispersed, 
because such a distribution system 
could not be organized in a paying 
way except as a very small or very 
large enterprise. On a small scale it 
formed all the local concessions, of 
which only a few still exist; on a very 
large scale, it gave rise to those power- 
ful regional distributors, such as the 
Energie Electrique du Littoral Médi- 
terranéen, or the Socteté de Distribution 
d@’ Electricité de ? Ouest, to take examples 
from different regions and different 
groups. Hence the industrial necessity 
tended to produce a much greater 
concentration than was implied in the 
juridical principle of concession. 

That kind of concentration, how- 
ever, although very important, has 
now given way to another one. The 
first kind was useful as based on 
territorial conditions. The recent one 
is not geographical any more, but 
only financial. It is ordered from far 
away by big groups, often more busy 
with immediate profits than with ra- 
tional organization. To give the num- 
ber of these groups is very difficult. 
There are certainly less than 20; the 
largest ones are not over half a dozen 





in number, serving more than two- 
thirds of the population. First these 
groups asked for concessions anywhere, 
so that they might take a position in 
every part of the country. But they 
progressively succeeded in taking the 
leadership each in one part of the 
country, and found that it was eco- 
nomically unsound to keep islands of 
distribution isolated in the midst of 
a region possessed by another group. 
That was the period of the remembre- 
ment, which was done with officious help 
from the political administration, and 
which brought, through exchanges, a 
greater homogeneity in the whole sys- 
tem of distribution. For example, a 
great concern which had an isolated 
distribution system in Britanny and 
served a large territory northeast of 
Paris, sold its Briton affiliate against 
an island near Paris which was served 
by the largest Briton distributor. 
Through such exchanges the map of 
distribution became less _ divided. 
Every large distributor, however, still 
serves areas all over the country, 
but none of them is small enough to 
be uneconomic. There is always a 
certain region which can be looked 
upon as a center of attraction for each 
group, and it is very likely that in the 
next years a few big and homogeneous 
réseaux like the réseaux de chemins de 
fer will exist for electricity. Will that 
last transformation take place with- 
out State intervention, or will that 
intervention become necessary, as it 
did for the railroads in the 1850's? 
One cannot yet answer that question. 
In any case, the present position 
brings all the disadvantages of an 
extreme concentration, but with none 
of its advantages. On the one hand, 
we have the performance by very 
powerful companies of essentially public 
services; on the other hand, there is 
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the absence of a definitely rational 
concentration along a_ preéstablished 
plan, like that of Great Britain under 
her 1926 law, a plan which would have 
allowed at the same time the organiza- 
tion of distribution, transmission, and 
production. 

A last field has not yet been touched 
here, in which State intervention proved 
inevitable. The system under which a 
public service is conceded to private 
enterprise comports, among other ad- 
vantages and defects, a fundamental 
contradiction which becomes apparent 
late in the development of the public 
service. As a matter of fact, whenever 
there is mention of public service, 
one thinks of the consumers’ right to 
obtain satisfaction for a certain need 
that all have in common; moreover, 
this phrase makes us think of the duty 
of the public administration to give 
satisfaction to that need. There is 
no question of an immediate satisfac- 
tion, but the State must show its good- 
will and progressively increase the 
number of possible consumers so that 
finally the service may be at the 
disposition of anyone. Electricity 
deeply modifies the life of individuals, 
as much through the light it brings 
as through the new form of energy 
it offers. Exactly as the State in 
the nineteenth century had to organize 
the railway service of the country, 
within the limits of geographical and 
financial possibility, it must now do 
the same for electricity. But such 
an idea is incompatible with the simple 
concession of the service to an enter- 
priser, who is, by nature, seeking for 
profit. He asks first for concessions 
in the places where distribution seems 
to be able to pay and to pay well. 
When such places are all conceded, 
he asks for less favored territories, 
until finally there is no profitable place 








left. There remain regions of dis. 
persed population, regions usually jp. 
habited by very poor people. The 
dispersion entails a very high cost of 
construction, the small density pre- 
vents this cost from being divided 
among numerous consumers; further- 
more, the poverty of the region does 
not even allow (if the State would 
admit such an action) charges for 
light and power high enough to make 
the enterprise a profitable one. Hence, 
there is no demand for concessions in 
these places. Here one is confronted 
with the problem of the construction 
of rural networks, the problem of 
extension of existing distributions into 
the environs, and the problem of écart; 
ruraux, that is, nonelectrified farms 
and houses in the neighborhood of an 
electrified village. Could the peasants 
themselves assume the charge of con- 
struction and distribution? ‘Their pov- 
erty does not allow such a solution. 
Hence the State will not do its duty, 
or the character of public service will 
be such as to overcome the character 
of private enterprise. If it does the 
latter, either the State itself takes in 
charge the distribution in these places 
—which could be very expensive, for 
they are precisely what have been 
abandoned by enterprisers—or the 
State might give sufficient financial 
help so that the municipalities them- 
selves, paying as much as they can, 
may find a concessionnaire. 

The last method has been adopted 
inFrance. Without analyzing the legal 
and administrative measures, which 
even changed in the period under 
review (1920-1932), let us simply re- 
mark that, in certain limits, there 1s 
place for a subsidy for works which are 
approved by the Génie Rural (subven- 
tion principale) and the possibility, in 
certain limits also, of borrowing from 
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the Caisse Nationale de Crédit Agricole 
at a reduced rate of interest; or, if 
that possibility is not used, to get a 
complementary subsidy (subvention 
complémentaire). The fact that the 
State has been obliged to assume what 
private enterprise was not willing to 
do, we rather consider as a serious 
objection to the principles applied in 
France, an objection which has usually 
been stressed by the advocates of 
public ownership. But we do not want 
to consider here that doctrinal debate, 
and we only would like to show what 
has up to now been done in the field 
of rural distribution. To that effect, 
a general survey was published at 
the end of 1932 by the Ministry of 
Agriculture. We cannot give a full 
account of that report, but only its 
most interesting parts. 

Surveying the degree of electrifica- 
tion on January I, 1932, the report 
divides the communes into three parts, 
A, Band C. The category A contains 
all communes, without reference to 
their importance, their urban or rural 
character, which possess a distribution 
of electricity organized without the 
help of the Ministry of Agriculture; 
class B contains all communes which 
have asked for that help, when they 
did not have any distribution; class C 
contains all communes not yet electri- 
fied and not having yet asked for that 
help. Class A forms 32%, class B 
66% and class C 2% of the total 
number of communes; as regards popu- 
lation, class A includes 70.8%, class B, 
28.7%, and class C, 0.5%. It is 
quite evident that classes B and C 
are composed of relatively small units; 
class C, which forms that part of the 
nation not yet wishing to enjoy elec- 
tricity, also shows a rapid decrease, 
between 1930 and 1932, during which 
period it fell from 1,996 communes 





with 685,568 inhabitants to 736 com- 
munes with 196,800 inhabitants. 
Moreover, the State still has to deal 
with class A itself, for more than 
50% of the communes of that class 
have écarts still to be electrified; these 
communes include 10% of the total 
population of class A, that is, 7% of 
the population of the whole country. 
To summarize these results, let us 
say that private enterprise has been 
willing to serve less than two-thirds 
of the people. Rural electrification, 
as of December 31, 1931, had already 
given satisfaction to 78% of class B—of 
which 54% had been done since 1926— 
but at a great expense for the public 
finances. For the whole class B and 
for the écarts of class A, the total 
expense would be about Io billion 
francs, of which the administration 
found 5,323 million acceptable, only 
works for 133 million having been 
done without State help. Principal 
and complementary subsidies have been 
granted or proposed up to an average 
of 41.7% of the total cost. When the 
whole country will have been equipped, 
these subsidies will amount to 4 billion 
francs. The low-rate loans of the 
Crédit Agricole will amount to I billion. 
The total expense entailed has been 
covered up to 63.5% by resources 
of consumers and _ concessionnaires 
(10.2%) and the collectives, the remain- 
ing 36.5% being borrowed from the 
Crédit Agricole. One might question 
whether the fixed charges of these 
loans are not exceedingly heavy for the 
collectives. ‘The answer to that ques- 
tion would require a detailed survey. 
It might be said however that these 
charges do not seem unusually exces- 
sive, amounting to an average of 9francs 
per inhabitant per year; hence they can 
very easily be paid with a slight increase 
in the selling price of the kw. hr. 
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So the State which, as a matter of 
principle, had left to the smaller col- 
lectives the bulk of the organization 
of electrical distribution and which 
had favored, also as a matter of prin- 
ciple, private ownership through con- 
cession, has been obliged, for more than 
one-third of the population, to pay up 
to 42% of the construction costs. 
Since those are especially expensive 
in the cases where the State had to 
intervene, we think it very conservative 
to value its participation to 25% or 
30% of the total expense of distribution 
in the whole country. That public 
money has been spent a fonds perdus.* 
The question might therefore be raised 
whether, instead of living in the present 
day, instead of developing the system 
of distribution in an empirical way, 
it would not have been better to make 
as soon as possible a plan of electrifica- 
tion and, if the concession were to be 
adopted as the best way of doing, to 
divide conceded territories in such a 
way that the enormous profits realized 
in the most favorable places could cover 
losses in other parts, so that profits 
be not always for private enterprise 
and non-paying expense be not always 
for the political units. 


Production 


Production of electricity is not usu- 
ally considered as a public service in 
France. It could be said that it 
really is one, but that would ask for an 
extension of the concept as it is yet 
understood in France. Hence the at- 
titude which the State has long kept 
towards electrical production: it granted 
a complete freedom to the enterpriser, 
and was only able to get an indirect 
control over his plant through the 
selling tariffs enforced upon the 
distributor. 





‘ J.¢., no return is asked for in spending the money. 


But the War and post-war psy. 
chology deeply modified these ideas. 
The rdle of the State towards private 
enterprise then became less a rile 
of surveyor, who does not intervene 
except to correct past mistakes, than as 
a role of leadership. When the ideg 
of State-planned national economy first 
appeared, electricity was an open field 
to such an idea. One reason is that it 
is a great consumer of coal. In the 
year 1920 the Comité d’Etudes dy 
Ministére des Travaux Publics rated 
at 9 million metric tons the saving of 
coal which could be accomplished witha 
rational organization of electrical pro- 
duction. The problem was then very 
important, for the coal “famine” fol- 
lowing upon the destructions of mines 
during the War had brought the price 
of coal to a very high level. Hence a 
possible saving of nearly $150 million, 
which was precisely the size of the 
deficit of the French commercial bal- 
ance before the War. The transforma- 
tion of the electrical industry could 
balance that loss. Even if the price 
of coal were to come back to a less 
exceptional level, the saving would be 
still large enough to justify a reorgani- 
zation of that industry in connection 
with the State plan of developing 
hydraulic power. Those are the rea- 
sons for the 1919 law on the utilization 
of hydraulic forces, the only law of State 
intervention in electrical production. 

That law, dated October 16, 1919, 
took opportunity of the complaints of 
industrials wanting to utilize the force 
of rivers. Even before the War the 
Congrés de la Houille Blanche had 
studied the question. As a matter of 
fact the legal classification of rivers was, 
in that respect, quite absurd. The 
distinction between rivers of public 
relevance and rivers of private rel- 
evance had been very clever in 1669, 
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tolerable in 1835, but became ridiculous 
at the time of electricity. For the 
“public” rivers were those which were 
of interest for the whole population 
and not only for the borderers, the cours 
d'eau navigables et flottables. And other 
modern practical uses of streams were in 
the seventeenth century not of public 
interest. But when new inventions 
made available in the waterfall of any 
river a powerful source of energy, of 
which the field of utilization increased 
every day, the rivers became all of 
public interest and the old distinction 
was out of date. But the law was not 
out of date. Whoever wanted to use 
hydraulic force had to buy the right of 
doing so, and the riparians were often 
asking such large sums that the whole 
prospective profit was vanishing in 
their hands. Industries begged for 
State regulation. They asked for a 
double legislation, of which the first 
would regulate the cession of the force 
of private rivers in a similar way as 
were organized all cessions pour cause 
dutilite publique, that is through ex- 
propriation, and the second would 
establish the typical cahier des charges 
for an industrial which would ask 
for the permission of utilizing the force 
of public rivers. But the State acted 
ina more simple way. The 1919 law, 
art. I, breaks definitely with tradition 
and subjects any use of hydraulic forces 
of any kind of river to State inter- 
vention, through authorization or con- 
cession. We do not care about the 
exact juridical meaning of that reform 
and cannot examine how it has affected 
riparian rights. Let us simply quote 
Professor Mestre of the University 
of Paris, in a footnote to a sentence of 
the Court of Chambéry on May 2, 
1923: “All is now as if the 1919 law had 
realized the expropriation of hydraulic 
lorce at the State’s profit.” The in- 
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demnities to be paid by the industrials 
to the borderers are very small, and not 
at all in proportion to their lost rights, 
which means a kind of legal revolution. 
But for those indemnities, the indus- 
trials have only to deal with the State, 
they address to the State their demands 
of concession, the State makes an 
administrative inquiry to see whether 
they are justified, the decision too is 
purely administrative. Hence the 
State is able to control the whole 
hydraulic power of the country. 

With such a tool the State tried to 
act. For a very long time industrials 
themselves had asked for an official 
survey of the hydraulic forces in France 
and the best way of using them. ‘The 
Service des Forces Hydrauliques had 
begun its inquiry in the Alps in 1903 
and in the Pyrénées in 1909; its work 
was nearly finished for both regions 
in 1914. Industrials asked for com- 
plementary studies and for a rational 
plan of utilization of hydraulic forces. 
We must not think however that the 
1919 law was only made to favor 
industrials. It was especially enacted 
to save coal; hence the conclusions 
of the Comité d'Etudes. Basing its 
calculations on the rate of increase of 
electrical consumption before the War, 
it tried to forecast the development of 
energy production for the next 15 years. 
The normal and disposable power 
amounted in 1920 to 1.2 million kw., 
the power of new plants still under 
construction to 1.7 million kw. The 
needs in 1930 were rated at 4.1 million 
kw., of which 0.8 million was intended 
for railroads. The whole increase could 
be covered by hydraulic energy, and 
the use of thermic power was not to 
exceed in any case 400 thousand kw. 
This forecasting, at least as much as 
general uses are concerned, has proved 
too modest; in 1930, five years before 
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the end of the foreseen period, the 
power of plants selling energy through 
distribution systems was up to 5.3 
million kw.; and _ railroads were 
much less electrified than had been 
forecasted. 

Has the use of that tool been a good 
one? Did hydraulic power make the 
bulk of that increase? On December 
31, 1930, the power of hydraulic plants 
amounted to 1.23 million kw., and the 
power of thermic plants to more than 
4 million kw. Let us look at the detail 
of thatincrease. In 1923 the hydraulic 
power was 28% of the total power, 
in 1930 it was only 24%; the mini- 
mum of 21% took place in 1927. If 
the period be divided in two parts, 
the year 1927 shows the upturn of the 
tendency: from that date on, the 
hydraulic equipment tends to regain 
the percentage lost in former years. 
Anyway, the purpose of the State to 
stabilize or nearly stabilize thermic 
production and to develop only hy- 
draulic power was not fulfilled. If 
we consider production, both the ther- 
mic and hydraulic productions have 
doubled since 1923, the hydraulic fig- 
ures staying a bit under the thermic 
one. The French system might still 
be looked at as a thermic system with 
a strong hydraulic help—and not at 
all, as it was intended to become, an 
hydraulic system with a strong ther- 
mic help. These results contrast with 
those obtained during the same period 
in Switzerland and Italy, which, being 
both still more interested than France 
in the development of hydraulic power, 
succeeded to a much greater extent 
in their purpose. 

Reasons for this failure of France 
may be found in the financial basis of 
the industries and in the monetary 
conditions of post-War France. In 
a study of electrical enterprises in 





France, M. Renaud® has analyzed , 
report submitted in 1925 to the Congr}; 
de la Houille Blanche on competition 
between thermic and hydraulic energy, 
“It seems that the comparison of 
cost of production in thermic and jp 
hydraulic plants is conditioned by two 
variables: for hydraulic plants, the 
construction capital, for which yearly 
charges will make 70% of the whole 
cost of production; for the thermic 
plants, the fuel, which will make 66% 
of that cost.” Since 1920 the mone- 
tary conditions in France have been 
marked by a shifting of the latent 
War and post-war inflation into an 
open one, with a consequent fall of 
the franc. What results came out of 
it? The money was very abundant, 
but did not incline to be invested in 
long-term business, and an hydraulic 
plant cannot become operative before 
four or five years. The average yield 
of new bonds was constantly increasing, 
and it was impossible to propose stocks 
for the whole capital to be subscribed, 
since these could not produce dividends 
before a few years. If a backward look 
is now given to those conditions, we 
find that it would have been a better 
investment to build at that time, when 
real prices were very much lower than 
world prices and when, consequently, 
more was received in goods than was 
spent in money. But it would have 
been necessary to know that the franc 
would be devaluated, and the French 
mind was still against that thought. 
For thermic plants, on the contrary, 
the fixed capital expense was rather 
small and, if not negligible, at least 
secondary. Whatever would have been 
the end of the monetary crisis, the 
fixed charges could have been borne. 








5 Renaud, Les Entreprises Electriques et les Collec- 
tivités, Bordeaux, 1932. 
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Furthermore such plants were nearly 
certain of a good return. The price 
coal, which made 66% of their cost 
production, had also to play a roéle 
the selling price, through the index 
‘conomique of 1919; the increase in 
salaries, which are rather an important 
item in those plants, was also taken into 
account by the index. Moreover the 
technical improvements and the in- 
crease in the average total power of 
plants made it possible to think that 
the coal index, established to make the 
price of the kw.-hr. fair for a coal 
consumption of 4 to § kg. per kw.-hr., 
would bring an enormous profit with 
the foreseen consumption of 1 kg. or 
even less. That in fact did happen. 
The relative increase of hydraulic con- 
struction beginning with 1927 might 
be explained by saying that the works 
were begun between 1923 and 1925, 
that is, at the time of a boom in the 
whole electrical industry on one hand, 
and, on the other hand, of the new 
mind of the people getting accustomed 
to the idea of devaluation of the franc. 
Finally the difference between the gold 
value and the paper value of con- 
structed works had become so over- 
whelming that it balanced largely the 
high interest which had to be paid on 
borrowed capital, which was hoped to 
be cut down by further inflation. The 
great instability of 1925 caused the 
very small increase of 1930 (3,200 kw.). 
The years 1931 and 1932 have been 
more active in that respect, though 
the drop in interest rates has not yet 
been large enough to cause a great 
increase. It might even be said that 


— 
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the construction of hydraulic plants, 
as private construction, has not at all 
increased; for the subsidized works, 
like Kembs, are so important as to 
explain the increase in the percentage of 
new hydraulic plants. 


The next years 
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will probably be rather active: on 
January I, 1933, there were still plants 
with a capacity of 439,000 kw. under 
construction. Afterwards the effects 
of crisis will be felt. The sales of 
energy are not increasing any more, and 
there is much talk of overproduction 
among industrials, though such a word 
ought not to be heard in a country of 
low consumption, as France still is; and 
the demands for concession are becom- 
ing less numerous. One might however 
hope that, when that psychosis of crisis 
will have disappeared, consumption 
may absorb an increasing number of 
kw.-hr. and that, with the help of a low 
rate of interest, the hydraulic power 
will be intensely developed. To make 
that development possible France must 
have a large high-tension network, of 
which we shall speak in the next section. 

But before we study that aspect, let 
us make a resumé of what we have 
found. The State wanted to keep 
away as much as possible from produc- 
tion. Its intervention came only for 
the purpose of increasing the share of 
hydraulic power. As a consequence of 
conditions which could not be foreseen 
in 1919, the result has not been what 
was expected. It was hoped that coal 
imports would be stopped, or at least 
would decrease; they are still at the 
same level. ‘The increase in the pro- 
duction of thermic plants has more than 
balanced the decrease of coal consump- 
tion by kw.-hr. and, whereas, in 1919, 
6 or 7 million tons were used by thermic 
plants, they must consume at least 
15 millions today. ‘There might be a 
saving, in that respect, by people who 
now buy electricity and formerly pro- 
duced energy by themselves, but the 
increase in hydraulic production would 
have brought the same result. As a 
matter of fact the question is much 
more difficult, and it is not at all certain 
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that a decrease in coal imports would 
have been obtained by such a policy, 
but rather an increase of coal stocks in 
French mines. That shows very well 
the difficulty of a partial intervention 
of the State: as it wishes to bring a new 
equilibrium for a certain part of na- 
tional economy, it is taking the risk of 
making worse the position of other 
activities which are not less important. 


Transmission 


It would not be true to state that the 
concentration of production has given 
rise to the problem of large-scale trans- 
mission of electricity, for, as we have 
already noted, there is a reciprocal 
action of both fields on each other. 
Only through the solution of the prob- 
lem of long-distance transmission under 
very high tension and without big 
losses of energy has the creation of very 
powerful plants become possible. One 
might perhaps say that the technical 
solution of the transmission problem 
has caused the development of large 
plants, development through which 
has been raised the practical problem 
of transporting the produced energy. 
The distance of transport increased 
progressively, at the same time as the 
tension of transport. The regional 
dimension, with its 30, 60, go kv. trans- 
mission, was abandoned for the national 
one (120 to 200 kv.), and there is now 
a possibility of an inter-European net- 
work at more than 200 kv. But 
political conditions do not favor such 
a step just now. We are only con- 
cerned with the importance of a large 
network in France itself, and with what 
has been realized in that field. 

For a country of which the electric 
power would be basically thermic, a 
large high-tension network would not 
be a priori necessary. Its utility would 





be ruled by the proportion betwee, 
cost of transport of coal and electricity, 
If the difference between the price of 
coal at the mine and the price in Paris 
is larger than would be the cost of 
transporting energy from a plant built 
near the mine to Paris, a transport line 
ought to be built. But, in case of 
hydraulic plants, the problem of trans. 
port is more vital. As soon as the 
power of the plant exceeds the needs of 
the neighborhood, it must have trans- 
port lines at its disposition. Hence, up 
to recent years, really important hy- 
draulic plants were only built in places 
where the chemical industry was ready 
to absorb production or where the 
population of the surrounding region 
was extremely dense, as on the Medi- 
terranean borders. On the contrary, 
the Massif Central remained uner- 
ploited, not having any market for its 
prospective energy. The demand for 
electricity cannot admit the oscillations 
of hydraulic production and ought not 
to admit them. The production by 
hydraulic plants of a certain region 
is subject to regular variations with 
minima and maxima not exactly the 
same as those for other regions. A 
system of connections between these 
regions would give to consumption a 
much more regular supply of energy 
and would call for a much smaller 
thermic help and only under extra- 
ordinary circumstances. Such an ideal 
organization can only be accomplished 
in a large enough territory, at least of 
the size of the State. Furthermore the 
necessity of building that network as 
economically as possible excludes the 
idea of competition and suggests 4 
State control. 

At the end of the War, interregional 
transport hardly existed. Its first im- 
portant element was built in a curious 
way and precisely where it was not 
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very useful. It is usually known as the 
Réseau d’Etat des Régions Libérées. 
After the departure of the German 
troops, it was decided, since all was to 
be rebuilt from nearly nothing, to try 
to build ona rational plan. “The plan 
of that network has been studied to 
‘oin the large productive centers of 
Régions Libérées, so that they might 
help each other and that the most 
economical use of their machines could 
be obtained.”” Looking at that plan, 
one sees two regional networks, joined 
by a 100 kv. line through the Ardennes. 
The only result was to bring the help of 
a thermic region to another thermic 
region which did not need it, and the 
network will not mean anything until 
the hydraulic forces of the East have 
been exploited. A last line was to be 
built, and has never even been begun, 
of 120 kv. joining the coal mines of the 
North to Paris. New thermic plants 
had just been built in Paris, and their 
owners did not very much desire such 
a competition in their market. The 
State conceded the running of the 
network for 75 years to two com- 
panies, working as régie intéressée, the 
Societe de Transport d’ Electricité de [ Est 
(S.T.E.E.) and the Societé de Transport 
d’Electriciteé du Nord (S.T.E.N.). The 
uneconomical character of the network 
has been proved by the very unsatis- 
factory results, which did not allow the 
State to receive any return on its 
Investments. 

Then the State was induced to 
organize an electrical network all over 
its territory. The law on the matter 
was only voted on July 9, 1922, because 
of parliamentary oppositions: the State 
might ask any one interested in the 
matter to construct under its direction 
and with its financial help a line of 
transport of energy. It has even the 
right to compel unwilling industrials, 





either in buying their plants, or in using 
the process of expropriation. 

Hence the State had for transporta- 
tion, as it had for production, a tool 
with which it could have played a rdle 
of organization, even if it did not want 
to run the transport business. Such 
was the legislators’ purpose. Although 
it became effective only in 1922, it had 
been voted by the Chambre des Députés 
in I919 to be joined to the law on 
hydraulic power. The plan of develop- 
ment for the electrical industry in 
France was ordered along the largest 
possible saving in fuel, and the develop- 
ment in production was not considered 
as independent of long-distance trans- 
mission. The State Commission pro- 
posed that a perfectly studied plan of 
production based on forecasted needs 
of consumers be established and a plan 
of transmission be developed in rela- 
tion to production and consumption. 
Until that plan and credits for its 
realization should be voted, concessions 
were to be given, but only those which 
would not be contradictory to the 
foreseen plan. Asa whole the plan con- 
templated intraregional lines (Pyrénées, 
Alpes, Massif Central, Alsace) and large 
interregional arteries. Paris and Lyon 
were to be joined with these hydraulic 
regions, and the coal region of the 
North was also to be joined to Paris. 
All these lines were intended to be at a 
very high tension. Other lines, at a 
lower tension and of smaller capacity, 
were to form a closer network and to 
distribute energy between the main 
branches of the first system. In fact 
the State never took the lead in the 
movement; it only followed the proposi- 
tions of enterprisers. ‘The principle of 
financial help has been changed to a 
principle of subsidies to private enter- 
prise. Such subsidies are quite justi- 
fied, for the enterpriser, left to himself, 
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would perhaps build lines which would 
not be powerful enough and would 
have to be doubled very soon, in which 
case the total cost would be much 
higher than the cost of the original 
building of a sufficient line. It is 
therefore quite natural that the State, 
enforcing upon the concessionnaire an 
expense in excess of what he deems 
useful, offers financial help. But it 
may be thought that when, later on, 
the quantity of energy transported 
increases and gets beyond the possi- 
bilities of the line which the enterpriser 
would have built by himself, the State 
should share in profits. It does not 
seem that it ever happened, however, or 
that it ever will happen. 

Outside of the Réseau d’ Etat, which 
we have already surveyed, what has 
been realized? It is not yet the time 
to make a definitive judgment on the 
matter, for, if we consider the powerful 
companies recently created in that field, 
it is quite probable that the map of 
electrical transmission will change very 
fast. The most important factor seems 
to have been the electrification of the 
Midi and the Orléans railroads. The 
classical example of usefulness of elec- 
trical transmission is the “‘Union des 
Producteurs d’Electricité des Pyrénées 
Occidentales” (U.P.E.P.O.). During 
the War many hydraulic plants had 
grown up in the Pyrénées valleys, but 
the sudden drop in the demand for 
chemicals in 1919 was very dangerous 
to them. They joined together and 
created a single organization of reparti- 
tion (U.P.E.P.O.) which supplied the 
network of the Midi Railway. The 
results were excellent and allowed even 
a development of hydraulic industry in 
the region. Then the electrification of 
the Orléans Railway seems to have been 
at least the occasion for the transmis- 
sion line Paris-Massif Central to be 








built, a line which is formed by a double 
powerful artery at 220 kv. These two 
systems are closely bound together. 
The region Lyon-Grenoble-St. Etienne. 
relatively well organized as a region, 
was last year joined to the Massif 
Central, and hence indirectly to Pyré. 
nées and Paris. ‘The Jura lines are jp 
full development towards Lorraine and 
are to join at Troyes the line Paris. 
Kembs-Rhin under construction. [p- 
stead of having first built, as the State 
had intended to do, a skeleton all over 
the country, and then only secondary 
lines, we are in the presence of a 
system of large islands, established 
first for themselves, which are after- 
wards to be joined together. The 
genetic aspect has won over the logic 
aspect. 

The system might be dangerous. 
For example, the different groups of 
Massif Central each tried to arrive first 
in the transport of energy towards 
Western France. The map published 
in 1930 by the Ministry of Public 
Works clearly shows such a competi- 
tion, parallel arteries and the lack of 
unity. It is natural that, when a 
company thinks it has found in a 
certain place a market for hydraulic 
power, be it as complementary or sub- 
stitute energy, it tries to build a line in 
that direction. But it is as natural 
that other companies have the same 
idea at the same time. The evil would 
not be great if there were unity o 
distribution in the place, and if competi- 
tion would eliminate all projects but 
one. But we have seen that the re 


groupment is not perfect and has lett 
in the same region adjacent distribu- 
tions belonging to powerful groups. 
Instead of making a single line for all 
these distributions, each group builds 
its own line to bring its own energy 
its own distribution system. The State 
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‘+ in most cases, but not always. 

As for production, the State has not 
been willing to assume the leadership, 
rhas not proved able todoso. These 
two attitudes are bound together. If 
the State had become a leader in one 
field, it ought to have acted in a similar 
way in the other. Its attitude has 
allowed the formation of a few powerful 
groups of energy transporters, financi- 
ally bound with producers and distribu- 
tors, if not their subsidiaries. Thereis a 
strong tendency towards private owner- 
ship of public services and that has been 
much criticized. Theoretically it is 
always possible not to renewconcessions 
when they come to an end; in fact it is 
ften dificult to have the system work 
along the theory. 


Conclusion 


»  Asaconclusion it might be said that, 
F on the whole, the facts themselves 
) have asked for State intervention, and 
| that this intervention has not given 
the foreseen results. On more than one 
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side the problem of electricity in the 
20th Century resembles the problem 
of railroads in the 19th. The proce- 
dure is the same in both. Through 
the same economic principles the same 
system of concession has been chosen 
as the best, and, in both cases, it did 
not bring a sufficient control. The 
concessionnaires naturally always tried 
to get as many advantages as possible, 
but this ‘‘as many” is inconsistent 
with public interest. In both cases 
the concentration came to a point 
where powerful groups have been will- 
ing and able to balance State authority. 
And then, when the field for profits 
had all been conceded, the State, in 
both cases, has been obliged to finance 
the equipment of the less profitable 
places. Though it might be said, to do 
justice to French industrials, that they 
have been less excessive in profit- 
seeking than those of other countries, 
they still have realized huge profits, 
and it might be regretted that the 
State did not prove able to regulate 
and dominate public services in a more 
efficient way. 





BUSINESS, TAXATION, AND GOVERNMENT 
SPENDING 


By ALFRED G. BUEHLER 


MERICAN governments _ spent 
approximately $15 billionin 1932, 
or perhaps over one-third of the 

nationalincome. ‘The nation has prob- 
ably never before devoted such a large 
share of its income to the upkeep of 
government. About half of these ex- 
penditures were met by taxation, the 
remainder by borrowing and from 
miscellaneous revenues. At the end of 
1932 the total government debt was 
over $36 billion. The Secretary of the 
Treasury stated in his last annual 
report that the Federal Government 
spent $5,143 million in the fiscal year 
1933 and estimated that it would spend 
nearly $10 billion in the fiscal year 1934. 
At that time it was estimated that the 
federal debt would reach the unprec- 
edented figure of nearly $29 billion 
by the end of June, 1934. Later esti- 
mates indicate that federal spending 


The present heavy costs of govern. 
ment may be contrasted with public 
financing in 1910, when total govern. 
ment expenditures were $2,530 million, 
total taxes $2,014 million, and the 
public debt $4,576 million. In that 
year government expenditures were 
less than 10% of the national income. 
Since then government expenditures, 
taxation, and borrowing have risen 
relentlessly as public services were 
rendered on an ever-expanding scale, 
War, social relief, education, highways, 
and crime control are among the most 
costly services. Even the powerful 
forces of the depression, which forced 
substantial reductions in the costs of 
certain services, were unable to prevent 
expenditures from rising, for the depres- 
sion has compelled heavy expenditures 
for social relief. The development of 




















and borrowing will be somewhat smaller government financing from _ 1910 
than at first thought. through 1932 is shown in Table I. 
Tasie I, GoverNMENT FINANCING* 
(In million dollars) 
Expenditures 
vidual 
Year — Debt — 
Federal State Local Total 
1910 $ 694 $ 331 $1,505 $ 2,530 $ 2,014 $ 4,576 $29,524 
1918 13,792 504 3,004 17,300 6,399 18,529 58, 360 
1919 18,523 569 3,710 22,802 7,465 33,052 67, 53° 
1920 6, 482 864 4,008 11,354 8, 363 31,348 76, 182 
1929 3, 848 2,061 7,139 13,048 9,579 31,201 85,349 
1930 3,994 2,120 7,819 13,933 10, 266 31,443 73, 165 
1931 4,220 2,211 8,331 14,762 9,300 33,011 61,212 
1932 4,434 2,364 8,292 15,090 8,000 36,185 43,484 





























* Compiled from R. R. Doane, The Measurement of American Wealth. 


Industrial Conference Board Bulletin, April 20, 1934, p. 25. 
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The increasing cost of government, 
which has been commented upon in 
the press, in the annual reports of 
corporations and in letters to stock- 
holders to an increasing extent, calls 
for serious analysis to determine 
whether government expenditures are 
a productive or an unproductive invest- 
ment. Whether or not government 
expenditures are too high depends 
entirely upon how effectively govern- 
ments employ their resources, and not 
upon the amount of the expenditures. 
Many persons would ruthlessly cut 
government spending on the theory 
that governments are spending alto- 
gether too much regardless of the man- 
ner of spending. This attitude is just 
as foolish as the other extreme that 
government spending should be un- 
restrained because it is inherently good. 


Heavier Taxation Inevitable 


A recent report of the National 
Industrial Conference Board estimates 
that the ratio of taxes to national 
income rose from 1929 to 1932 from 
11.8% to 20.3% in the United States, 
from 21.4% to 28.0% in the United 
Kingdom, from 22.5% to 25.2% in 
France, and from 18.9% to 21.9% in 
Germany.' According to one estimate, 
total American taxes in 1933 were 
approximately $8.7 billion, or 22% 
of the national income.? Heavy as the 
relative tax burden appears to be in 
the United States, it is perhaps not as 
heavy as that of other important 
nations. Trends in public finance 
appear to show that higher taxation is 
inevitable, although it may not in 
subsequent years amount to such a 


_' National Industrial Conference Board Bulletin, 
April 20, 1934, p. 25. 

“First National Bank of Boston, New England 
Letter, April 28, 1934. 
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large share of the national income as 
in 1933. 

Depression expenditures have been 
financed to a considerable extent by 
borrowing, which merely postpones the 
judgment day when increased tax pay- 
ments are certain. Some observers 
are hopeful that expenditures may be 
curtailed with the advance of business 
recovery when extensive social relief 
will no longer be necessary, but cries 
are already heard for the restoration of 
expenditures upon education, health 
control, and other services where seri- 
ous retrenchment has occurred. 

The long-time trend of government 
expenditures has been upward in spite 
of many attempts to stop the rise. 
Sometimes, after depressions, expendi- 
tures have been cut or checked for a 
considerable period, but sometimes 
they have risen immediately afterward. 
The present huge government debts call 
for heavy debt payments out of tax 
revenues; pensions for war veterans 
are already on the upgrade after a 
temporary halt and will probably con- 
tinue to increase; much of the emer- 
gency machinery of the Roosevelt 
Administration must be carried for 
some years at least; unemployment 
relief threatens to be a continuous cost 
even in prosperous times, and there will 
be a tendency to place the normal 
services of governments, which were 
impaired during the depression, back 
at their former level of efficiency. The 
Federal Government, moreover, stands 
to lose important revenues because 
of the failure of the Allied governments 
to meet their debt payments. 

The problem of the future is not 
whether taxation will be increased, but 
how more revenues can best be ob- 
tained. The rising national income, 
as prosperity returns, will, fortunately, 
soften the harsh effects of heavier 
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taxation. With the mounting level of 
taxation, business more than ever will 
be the nation’s tax collector. In at- 
tempting to gauge the future direction 
of taxation some recent trends should 
be noted. 

(1) Although the states have de- 
pended less on property taxation in 
recent years than formerly, the local 
governments still cling to property 
levies, and property taxation is rela- 
tively about as important today as it 
was twenty-five years ago. Yet, with 
serious urban and rural tax delinquen- 
cies and the clamor of farmers, home 
owners, real estate companies, and 
other interests for property tax relief, 
it is possible that sales taxation may 
be substituted for property taxation to 
some extent. The history of public 
finance shows, however, that govern- 
ments hold tenaciously to every avail- 
able revenue and that if new revenues 
are discovered they will probably be 
employed for raising expenditures 
rather than for reducing other taxes. 

(2) Heavy federal income taxation 
has acted as an obstacle to higher state 
income taxes and has deterred some 
states from entering the income tax 
field. The failure of business and 
personal net-income taxes to yield 
stable revenues during the depression 
has been followed by insistent demands 
in many quarters for a broader tax base, 
implying the levy of taxes on the lower 
incomes, sales taxes, and poll taxes. 

(3) Inheritance taxation has been 
strengthened and a happy degree of 
federal-state coordination has been at- 
tained. Inheritance taxation is still 
a minor revenue, but with the growth 
of collectivist philosophy in America 
at a time when larger revenues are 
needed it seems probable that inherit- 
ance taxes will become heavier. 
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(4) Federal and state government; 
are depending more heavily upon sales 
taxation than inthe past. The Federa| 
Government has enacted a gasoline 
tax and other selected sales taxes to 
supplement the dependable tobacco 
tax. Considerable revenues can ulti. 
mately be expected from taxes on the 
importation, manufacturing, and dis- 
tribution of alcoholic beverages, but jt 
will require some time for federal and 
state taxing machinery to get into 
smooth working order. Already about 
half of the states have adopted general 
sales taxes. 

(5) Continued efforts have been ex- 
erted toward securing a greater degree 
of coordination among the states and 
with the Federal Government in taxa- 
tion, especially for the benefit of the 
states which are trying to get together 
on more uniform sales and _ income 
taxation. 

The recent tendencies in taxation will 
probably continue in the future. More 
attention will be given to stopping up 
the leaks in faulty tax machinery, 
especially in the income tax, because 
of the insistent needs for revenue and 
the exposure of the so-called tax 
dodgers. Property taxation will con- 
tinue to be refined in the direction of 
classified property taxation, although it 
is not yet certain how far this move- 
ment will go. With the present scale 
of government spending, there is a 
greater need than ever for public and 
private tax planning, and the pressure 
for more revenues will tend to throw 
into bold relief the abuses and weak- 
nesses of tax systems. The time is 
propitious for reforms in taxation. 


Taxation and Consumers 


Attention may now be given to 
several problems which are of impor- 
tance to business; 1z., taxation as 4 
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factor in consumption, the economic 
effects of taxation, the control of 
taxation, the relation of taxation and 
expenditures, the competition of busi- 
ness and governments for consumer 
patronage, and the need for the recon- 
struction of tax systems. Business is 
able to pass on a great part of its 
taxation to buyers by higher prices. 
The owners of any business are, of 
course, consumers, and taxes which 
must be paid out of earnings affect 
their capacity to consume or save just 
as taxes shifted to buyers also affect 
consumption and saving. 

According to the estimates of Lynd 
and Hanson, consumers in 1929, exclud- 
ing corporations, paid taxes of $6.4 
billion as compared with expenditures 
of $17 billion for food, $8 billion for 
clothing, $8 billion for home rents, $6.5 
billion for automobiles, and less 
amounts for other goods and services, as 
shown in Table II. These estimates, 
which are admittedly rough, show that 
taxation was a minor but important 
part of consumer expenditures in 1929, 
when consumers had estimated incomes 
between $85 and $go billion. If the 
total taxation of $9.8 billion in that 
year be deducted from consumers’ 
incomes, it represents a somewhat 
larger share of national income. 

It would be highly instructive to 
know what portion of consumers’ in- 
comes is paid out in taxation so that 
the relative tax burdens of the different 
income classes might be compared, but 
suchinformation is notavailable. Data 
assembled by Business Week in 1932 
showed that the portion of income 
taken by direct taxation of incomes and 
the like increases with the size of the 
income, but that savings increase in 
Importance at a much faster rate. 
Thus, the share of incomes under 
$1,000 required for direct tax pay- 


ments was only 0.8%, but this increased 
to 17.2% of incomes of $1,000,000 and 
over, while savings increased from 
2.7% up to 76.5%.* It is to be re- 
gretted that these data fail to show the 
burden of total taxation on consumers’ 
incomes. 


Taste II. Certain Consumer Expenpirures, 
1929* 
(In billion dollars) 
Item 


Clothing 

Rent on homes 

Fuel and light 

Home furnishings 

Life insurance 

Religion 

Automobiles 

Travel other than by auto.............. 

Motion pictures, concerts, ¢tc 

Clubs, lodges, etc 

Games, sports 

ET eT Tee 

Radio, musical instruments 

Jewelry, silverware 

Cosmetics, beauty parlors 

Flowers from florists 

Medicine 

Physicians 

Dentists 

Other medical costs, excluding hospitals 
& public health work oO. 

Tobacco .. 

Laundry, cleaning, dyeing i 

6. 


* From the estimates of R. S. Lynd and A. C. Hanson, 
Recent Social Trends. New York: McGraw-Hill Book Com- 
pany, Inc., 1933, Volume II, p. 889. 
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The Purposes of Taxation 


The primary motive of taxation is 
the raising of revenue for the mainten- 


ance of government. If all taxes were 
levied exclusively for revenue purposes, 
they would be designed to disturb 
economic and social conditions as little 
as possible and create a minimum of 
interference with buying and selling. 
All taxes, whether they are so intended 
or not, alter production, marketing, 
and consumption to some extent. The 
possible effects of taxes, therefore, 


5 From Business Week, September 7, 1932, pp. 16- 
20. 
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should be estimated in advance so that 
the least objectionable taxes may be 
employed. 

Another motive in taxation, or regu- 
lation, has steadily assumed greater 
importance and, in some cases, is the 
sole reason for the imposition of a tax. 
The regulatory motive is apparent in 
protective tariffs, the new processing 
taxes, license taxes, public utility taxes, 
sales taxes, and other levies. Several 
nonfiscal purposes of taxation may be 
differentiated. (1) It may be employed 
to alter the distribution of wealth and 
income, as with heavily progressive 
income and inheritance taxes. (2) It 
may protect favored industries from 
competition through such devices as 
protective tariffs and discriminatory 
sales and license taxes. (3) It may 
regulate business practices, as in the 
taxation of state bank notes and bill- 
board advertising. (4) It may regulate 
consumption by penalizing the pur- 
chasing of certain articles like luxuries 
or alcoholic beverages. (5) It may 
bring such industries as public utilities 
under stricter government regulation. 
(6) It may be employed to promote 
economic recovery, as in the levy of 
processing taxes to be paid by con- 
sumers to benefit agriculture. 

The grave danger in the use of taxa- 
tion for regulatory purposes is that 
selfish interests may secure subsidies 
at the expense of their competitors and 
the public. If taxation is employed 
for nonrevenue purposes, the end 
should clearly justify the means. That 
is, it should be established definitely 
that taxation will aid in attaining 
socially desirable objectives and not 
promote antisocial activities. 


The Effects of Taxation 


As income taxes are now devised, 
with the exemption of the lowest 
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incomes and with sharply increasing 
rates on the higher incomes, they ar 
paid by the recipients of moderate an, 
larger incomes. As sales, Property, 
and license taxes are collected, they are 
paid to a considerable extent by th 
lower income groups. How high cay 
income and inheritance taxes be with. 
out seriously retarding capital accumy. 
lation? No categorical answer can be 
given to this question, for evidence js 
lacking to show the exact effects oj 
taxation on saving and initiative. It js 
known that high-rate taxes may defeat 
their purposes as revenue producers by 
stimulating tax avoidance and evasion 
by legal and illegal methods. Tax: 
tion should be employed neither io 
soak the rich nor crush the poor, but 
to distribute the costs of government 
equitably. Inequitable taxation alway; 
arouses opposition and may fail to 
produce the desired revenues. 
Taxation is often regarded as 3 
deflationary influence upon business, 
but strictly speaking, it appears to be 
neither deflationary nor inflationary in 
its effects. If taxation is substituted 
for borrowing, it may prevent inflation 
through increasing government debt, 
of course. As governments spend the 
funds they collect in taxes, these fund 
pass out into circulation. It is true 
that taxation may alter the direction 0 
spending by limiting the demand d 
buyers for various articles, but i 
governments spend tax collections wit!- 
in a country, the taxes do not alte! 
total spending to any great extent 
Hence taxes during depression an¢ 
recovery do not restrict the toté 
volume of business activity, for gover! 
ment consumption is substituted {0 
private consumption and the million’ 
of persons employed or supported by 
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sovernments spend their incomes re- 
ceived from taxation like other persons.‘ 

Government borrowing, if it is large 
and sudden in its increases, tends to 
exert an inflationary influence, and to 
some persons heavy borrowing is allur- 
ing for that reason, while to others it 
is heartily feared. It is often falsely 
assumed that governments by borrow- 
ing rather than by taxing can compel 
future generations to pay the costs of 
expenditures, but if the borrowed funds 
are obtained at home, all a government 
does is to transfer borrowed capital into 
its treasury from nongovernment 


sources. When such loans are repaid 


© at a future time, the future taxpayers 


iS : RES: $ 
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pay the bondholders, which again is 
merely a transfer of funds from one 
class to another. Postponing the levy 
of taxes to finance emergency or other 
expenditures may enable certain classes 
in society to escape undesirable taxa- 
tion, but it will not prevent the present 
generation, considered as a group, from 
using present resources to pay for a 
present contingency. 


Relation of Taxation and Expenditures 


As indicated previously, it is neces- 
sary to follow through the spending of 
tax proceeds to discover what the final 
effects of taxation are. Systems of 
taxation and expenditures should be 
harmonized to further the same objec- 
tives, but, unfortunately, they may be 
employed inconsistently with opposite 
results. If a government levies high 
income taxes to pay the costs of un- 
employment relief and soldiers’ pen- 
sions, it taxes the wealthier classes and 


on. is P . , 

_ “Taxation may have a deflationary influence, if the 
lunds so collected are sent out of the country or are 
withheld from circulation, as under the old 


i Ml ead 
Independent Treasury system. Forces other than 


= taxation, however, appear to be much more sig- 


nificant in producing inflation or deflation. 


IOI 


spends upon the poorer, thereby lessen- 
ing inequalities in income and at the 
same time restricting the capacity of 
the upper income classes somewhat to 
save but increasing the capacity of the 
lower income classes to spend, for it is 
well known that little is saved from the 
smaller incomes. 

The Federal Government is levying 
processing taxes on a number of agri- 
cultural commodities to relieve the 
distress of the farmers. This is plainly 
a disguised subsidy for agriculture with 
taxes levied indiscriminately upon con- 
sumers of wheat, cotton, pork, tobacco, 
and other products. The day laborer is 
taxed at the same rate upon his bread, 
cotton clothing, and tobacco as the 
business executive or professional man. 
For the benefit of a part of the popula- 
tion the whole population is taxed, with 
a relatively more heavy burden upon 
the lower incomes. 

It may be socially desirable to sub- 
sidize agriculture, but it is illogical to 
think that agriculture can be lifted 
permanently out of depression by taxa- 
tion upon consumers, because this does 
not strike at the fundamental weak- 
ness of unorganized and excessive pro- 
duction. The Government apparently 
hopes that the crop reduction initiated 
through the processing taxes will even- 
tually be placed upon a more solid 
economic basis. As a matter of social 
justice the farmers are entitled to sub- 
sidies to be paid by consumers as long 
as manufacturers are subsidized by 
protective tariffs and war veterans play 
politics to obtain coveted pensions. 
Unless the ancient game of pilfering the 
public purse for the especial benefit of 
a group or class is abandoned entirely, 
it can hardly be expected that one 
class will have a higher ethics than 
another and refuse to exercise political 
influence for its own gain. 
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In some cases taxpayers receive direct 
benefits from government spending in 
proportion to their payments, as with 
special assessments to finance property 
improvements and with the gasoline 
tax used to finance highway service. 
Generally, however, governments do 
not attempt to distribute benefits in 
proportion to the taxes paid. Taxes 
are employed for social purposes like 
public schools, public health, unemploy- 
ment and farm relief from which tax- 
payers may receive no direct benefits, 
or benefits greater or less than the 
taxes paid. Taxation is thus employed 
to apportion the costs of socially 
desirable services in such a manner as 
communities consider most practicable. 

Theoretically, governments spend 
funds taken from taxpayers in the 
manner which will best promote social 
welfare, and government spending is 
justified as long as this is true. But 
what is social welfare? How may it 
be promoted to the best advantage? 
These questions can be answered by 
society only roughly and on the basis 
of honest and intelligent opinion. Ob- 
viously, class and individual interests 
must be compromised when they con- 
flict if that indefinite thing we call 
social good is to be furthered. 


Competition of Business and Governments 


Taxes arise because of public de- 
mands for government services. Some 
of these services, like government utili- 
ties and public service enterprises, may 
compete directly with private enter- 
prise, but generally governments com- 
pete only indirectly, if at all, with busi- 
ness for patronage. Money paid out in 


taxes cannot be spent by taxpayers 
for the products and services of pri- 
vate business, although governments 
in rendering public services may buy 
many articles which the taxpayers 


would themselves buy. In 1932 Ameri- 
can governments hired a vast army of 
over three million persons, including 
those engaged in public education, at 
an estimated cost of $5.3 billion and 
also paid out about $1.5 billion jp 
interest payments.’ The persons hired 
and maintained by governments, as 
well as those receiving interest and 
debt payments, are consumers, and 
their incomes, derived ultimately from 
taxation for the most part, are spent for 
consumers’ goods to the extent that they 
are not saved. 

Governments also buy or contract 
for machinery, materials, supplies, and 
the like for erecting school buildings, 
constructing roads, and other public 
works. Funds taken from taxpayers 
thus get back into circulation in one 
way or another as governments sub- 
stitute their demand in the markets for 
that of the taxpayers. Some busi- 
nesses lose in these transactions, others 
gain, for governments may or may not 
buy the same products that nongovern- 
ment buyers would. Governments are 
simply the mechanisms through which 
the public expresses its will, and govern- 
ment financing is simply the financing 
of collective wants. If governments 
spend unwisely, it is really the public 
which is spending. It should be en- 
phasized that government financing is 
just as much a part of citizens’ daily 
lives as private and corporation financ- 
ing and that governments are not things 
apart from private spending and saving. 

If it be assumed that governments 
waste some of their funds and that the 
costs of government should be reduced 
or limited to effective spending, it is 
incumbent upon sellers to induce con- 
sumers to want their products in 
preference to undesirable government 


5 See National Income, 1929-1932, p. 130, Senate 
Document No. 124, 73d Congress, 2d Session, 1934- 
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BUSINESS, TAXATION, 
services. Consumers are exposed to 
no end of advertising and selling ap- 
peals, yet they choose, as voters, to 
spend ever more of their incomes upon 
government services. 

Governments possess one great ad- 
vantage in competition with business 
for the consumers’ dollars, for taxes are 
compulsory payments for the mainten- 
ance of governments to which taxpayers 
must submit whether or not they want 
the services supplied. Voters may have 
more influence than taxpayers in ap- 
proving spending projects like pension 
payments. Some taxpayers are indif- 
ferent to government spending, while 
others who oppose spending may be a 
weak minority. Business cannot com- 
pel the public to buy its products 
instead of spending on government 
services but must continually court 
public favor with soft words and good- 
will offerings. To influence govern- 
ment spending, business may exert 
pressure at two points, upon the voters 
and upon legislators and other public 
officials. Public spending may be influ- 
enced directly by effective advertising 
and indirectly by shaping public opin- 
ion, which in turn shapes government 
spending. 


Making the Public Tax-conscious 


Movements have been organized over 
the country to arouse taxpayers to a 
consciousness of the taxes they pay, so 
that they will resist undesirable spend- 
ing projects. These movements have 
been only partially effective, but they 
may arouse public opposition to partic- 
ular taxes or to taxation in general. 
The recent popular agitation against 
the proposed 2% retail sales tax in 
New York for the support of local 
governments, which was led by the 


merchants, has apparently defeated the 
Gasoline distributors have 


measure. 
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been more or less successful in prevent- 
ing increased gasoline taxes. Buyers 
are shown the tax paid on every gallon 
and the public is persuaded to oppose 
higher gasoline levies. The automobile 
industry has fought increased registra- 
tion charges and has aroused motorists 
against heavier automobile taxation. 
Real estate interests are clamoring for 
property tax relief through well-organ- 
ized publicity in the newspapers and 
elsewhere. 

The gasoline and automobile tax 
situation is rather unique. ‘Total gaso- 
line and automobile taxation amounts 
to about a billion dollars annually, but 
costs are twice as much for highway 
construction and maintenance. The 
motorists have been “educated” to 
resist heavier gasoline and automobile 
taxation, but no effort has been made 
to curtail heavy highway expenditures. 
Property owners and other taxpayers 
pay half of the road costs, while the 
industries catering to motorists have 
escaped many proposed forms of 
heavier taxation and have en- 
joyed an increasing demand for their 
products because of government spend- 
ing on highways. A definite policy is 
needed here so that road costs will be 
distributed equitably among those re- 
ceiving benefits. 

It is frequently proposed that taxes 
on the lower incomes and poll taxes 
should be employed to make voters tax- 
conscious, on the assumption that many 
persons with small incomes pay little 
or no taxation and so selfishly vote for 
spending proposals which will benefit 
them at the expense of the larger tax- 
payers. ‘The poorer elements do escape 
income and inheritance taxation, but 
they pay building taxes in their rents 
and tariff duties, sales taxes, and license 
taxes in buying taxed articles. It is 
quite improbable that the small income 
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classes, comprising millions of voters, 
will permit a broadening of the tax base 
to lighten the taxation of the wealthier 
classes. 

It may be socially undesirable to 
place heavier taxation on the lowest 
incomes anyway, because even in good 
times they have little or no ability to 
pay taxes, and creating paupers is not 
profitable for it increases the costs of 
social relief. Business has an interest in 
proposals to tax the smaller incomes 
more heavily, because if they pay higher 
taxes they will have less for spending, 
for they of all classes spend virtually 
all of their incomes. 

It is to be doubted if attempts to 
control government spending by mak- 
ing the public conscious of particular 
taxes will really limit expenditures. 
Governments will be forced in the 
future, as in the past, to collect a good 
share of their revenues from indirect 
levies which tend to be paid uncon- 
sciously. It is improbable that the 
public would acquiesce to a revival of 
poll taxes, and taxes imposed directly 
on small incomes are costly to collect. 
Public opposition to broadening the tax 
base is the chief obstacle to making the 
public tax-conscious by the imposition 
of poll and income taxes. 

If movements to stimulate public 
interest in government costs are to be 
effective, the public must be made con- 
scious of expenditures and borrowing 
as well as taxation. The railroads 
attempt, and quite logically, to show 
that taxes are high because expendi- 
tures are high, and that if taxation is 
to be reduced expenditures must first 
be reduced. 

It must be remembered also that 
governments seek to collect taxes with 
a minimum of public resistance. Con- 


cealed indirect taxes are especially apt 
to pass unnoticed. 


Because taxpayers 


frequently assume the attitude that the 
best taxes are those paid by other indus- 
tries, classes, or individuals, govern. 
ments are forced to resort to subterfuges 
of sugar-coated levies. Governments 
endeavor continually to catch more 
taxpayers in their nets, while the 
wily taxpayers struggle to avoid being 
caught. 

Strangely enough, while some indus- 
tries have organized public resistance to 
certain taxes, others have aroused 
public sentiment to support discrimina- 
tory measures for the protection of their 
markets. Antichain and department 
store taxes are an outstanding example 
of this practice. The public has been 
led to believe that the large retailers 
are monsters who will destroy economic 
and social life. The only solution of 
this problem seems to be the education 
of the same gullible public to an appre- 
ciation of the folly of these taxes. 
American government finance is honey- 
combed with direct or indirect subsidies 
to pampered industries or classes, and 
year by year new subsidies are added 
to the old. One wonders what the 
outcome will be. 

It is sometimes proposed that manu- 
facturers and merchants should desig- 
nate in their invoices and price tags the 
amount of the charge occasioned by 
taxation, in an effort to place tax bur- 
dens graphically before the public and 
to secure a greater degree of control 
over government spending. [If all sell- 
ers stated the amount of tax costs in 
their prices, in some such fashion as 
the gasoline distributors do, the public 
would know what part of each dollar 
spent at retail goes to the support of 
government. It cannot be stated defi- 
nitely what the public reaction to “tax 
tagging” of merchandise would be, but 
experiments in this direction should be 
interesting. Possibly a public which is 
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‘indifferent to government spending 
would become fully conscious of it 
and would assume more interest in 
government. 

~ It might be practicable for manu- 
facturers, merchants, and other sellers 
in a community to concentrate their 
efforts in a short campaign to educate 
the public concerning the costs of gov- 
ernment at a certain period each year. 
Sellers could join with the local tax- 
payers association at some strategic 
time in a program of public enlighten- 
ment. Such a program might be 
executed when Congress, the state 
legislature, or the city council was pre- 
paring to convene to consider spending 
proposals, or a community effort to 
stimulate interest in government fi- 
nancing might well come during elec- 
tions and political campaigns. Need- 
less to say, all efforts to educate the 
public to the costs of government 
should be strictly nonpartisan. 


The Control of Taxation 


A question uppermost in the minds of 
many business men is how the volume 
of taxation can be controlled. Is there 
not grave danger that government 
spending will run away with the coun- 
try and spell the doom of private enter- 
prise? The real problem here is that 
of expenditures control, for the volume 
of borrowing and taxation can be con- 
trolled only if expenditures can be 
controlled. What does the control of 
expenditures mean? It seems most 
reasonable to define the control of 
government costs as the direction of 
government spending in such a manner 
that funds in government hands will 
yield more social income than if left in 
private hands and that the social gains 
from expenditures will exceed the costs. 
Expenditures can be controlled only by 
the honest and enlightened cooperation 


of voters, taxpayers, legislators, and all 
others involved in public spending and 
revenue raising. It may be granted 
that governments are inefficient in their 
spending, but so are corporations and 
individuals. Expenditures control is 
just as necessary, but no more so, for 
governments as it is for corporations 
and individuals. 

Too much time and energy have been 
lost in searching for simple panaceas to 
combat the high costs of government. 
There is no simple approach to this 
problem, for numerous forces are at 
work in the expanding scale of govern- 
ment operations and in the rising tide of 
government costs. Expenditures con- 
trol calls for the continual application 
of all possible methods of control. 
What are the most important of these 
methods? 

(1) Expenditures cannot be con- 
trolled without effective financial ad- 
ministration. The merit system in 
government personnel should be substi- 
tuted everywhere for the vicious spoils 
system of party politics. The profit 
motive is lacking in government as an 
incentive to efficiency, so other incen- 
tives must be found in appointments 
and promotions on the basis of individ- 
ual merit. Every government should 
operate on a basis of budgetary control 
with adequate accounting and auditing 
systems. Cost accounting is still gener- 
ally undeveloped among governments. 
Centralized purchasing of materials and 
supplies is also necessary to run govern- 
ments economically. Waste and ineffi- 
ciency must be fought wherever they 
appear. 

(2) Governmental reorganization is 
a vital element in a program of expendi- 
tures control. The manager plan of 
local government should be adopted 
more widely, useless local governments 
should be abolished, and weak local 
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units should be united to form fewer 
and larger governments with more 
adequate resources. State and fed- 
eral governments should be reorgan- 
ized along functional lines to remove 
overlapping departments and agencies. 
Unicameral legislative bodies might 
well be substituted for clumsy bi- 
cameral legislatures, for governments, 
like corporations, obtain important ad- 
vantages when legislative authority is 
centered in one body. The electorate 
must be awakened, by educational 
campaigns under the guidance of public 
leaders, to take an interest in govern- 
ment and its financing. In govern- 
mental reorganization, functions should 
be assumed by those units, whether 
they are local, state, or federal, which 
can discharge them most effectively. 

(3) Material economies in govern- 
ment can be achieved through improved 
fiscal administration and governmental 
reorganization, but the major factor in 
expenditures control is the control of 
public demands for government serv- 
ices. If the public wants more gov- 
ernment services, budgets and other 
administrative devices and reforms in 
government cannot stop the growth of 
expenditures. 

Now, if ever, there is a great need for 
clear thinking to decide the proper 
scope of government and private action. 
The long-time drift to more collective 
action and more state regulation of 
industry seems logical and inevitable, 
but the trend should be evolutionary 
rather than revolutionary. Govern- 
ment action should be extended only 
when it is clearly demonstrated that 
collective action is more advantageous 
than individual. 

One of the effective means of regu- 
lating public wants is the taxpayers 
association, which is an organization 
of citizens to prevent unwise and exces- 
sive expenditures. With strong leader- 
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ship, such associations can exert a 
healthful influence upon financial legis. 
lation. Probably the only practicable 
manner of regulating public wants js 
through the guidance of leaders jp 
whom the public has confidence. Polj- 
ticians who court public favor cap 
hardly be expected to withstand popu- 
lar cries for spending, even if it be 
unwise. No one has yet worked out a 
formula for the control of public wants, 
but the public is willing to be led by 
the proper persons. Honest, intelligent 
and public-spirited citizens can provide 
this leadership. 

The only method by which great 
inroads can be made in government 
spending is by giving up some of the 
services of governments. But which 
services should be given up? Almost 
everyone agrees that war is a foolish 
and expensive luxury, yet nations pour 
out billions of dollars annually in pay- 
ing for past wars and preparing for 
future conflicts. Education and high- 
ways could be sacrificed at a tremendous 
saving, but who would have them be- 
come purely private functions? ‘There 
are probably few costly government 
services which serious minded persons 
would abandon. The problem of con- 
trol becomes, to a considerable extent, 
one of performing each service in the 
most efficient manner possible. 


The Reform of Tax Systems 


The control of taxation involves not 
only the control of public spending 
and borrowing, which regulate the 
amount of taxation required, but also 
the selection of the most suitable forms 
of taxation to meet the costs of govern- 
ment. ‘Taxpayers have not been very 
helpful to governments in raising tax 
revenues, for, as stated previously, they 
are commonly struggling to wiggle out 
of as much taxation as possible and to 
place their share of the costs of govern- 
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ment on other taxpayers. A newethics 
;; needed in American taxation, and 
business leaders can point the way for 
the public to follow by keeping both 
the spirit and the letter of the tax laws. 
Tax evasion, or the illegal escape from 
taxation, has become a typical Ameri- 
can racket. Only a higher tax ethics 
will reduce evasion materially. Tax 
avoidance, or the legal escape from 
taxation, is invited by leaky income, 
property, and other tax laws. If it 
is just to tax certain classes, they should 
be taxed by tightening the meshes of 
the tax net where necessary. 

American tax systems are in need of 
reconstruction on sound basic princi- 
ples. From the standpoint of govern- 
ments the most important principle has 
been that of productivity, and the 
manner of raising revenues has been 
secondary. Hence, expediency and op- 
portunism have shaped most tax legis- 
lation, however myopic and unfortunate 
such policies may be. 

Rough and somewhat unsatisfactory 
though it may be, the most equitable 
principle of taxation yet devised is that 
of ability to pay, which is often quoted 
but little understood. Future progress 
in the more equitable distribution of 
tax burdens should be toward develop- 
ing more precise measurements of abil- 
ity. For the fullest application of 
ability to pay, all taxes should be levied 
directly upon individuals according to 
their economic status. 

Governments find it impracticable to 
levy all taxes directly on individuals 
because of the obstacles to be overcome, 
so they tax business to secure adequate 
revenues. Taxation according to the 
benefits enjoyed is probably the fairest 
principle in business taxation. These 
benefits comprise such services as pro- 
tection of lives and property, justice, 
and the like. Benefits might be meas- 
ured by a combination base of net and 





gross income so that all business would 
bear some taxation, but so that tax pay- 
ments would vary with profit and loss 
conditions. 


Conclusions 


American tax systems are a con- 
glomeration of taxes levied without 
much planning but as compromises 
withexpediency. Taxation, like spend- 
ing and borrowing, tends to follow the 
path of least resistance. For decades 
competent observers of American prop- 
erty taxation have agreed that it 
is undermined with inequalities and 
abuses, yet practically nothing has been 
done about it. State and federal gov- 
ernments are constant rivals for tax 
revenues, to the confusion and sorrow 
of taxpayers. It is a propitious time 
to survey local, state, and national 
tax systems with a view to correcting 
patent evils. The trend toward more 
extensive sales and income taxation 
will probably continue, but both of 
these taxes call for a high degree 
of administrative coordination among 
state and federal governments if they 
are to be fairly and efficiently adminis- 
tered. As yet little progress has been 
made in this direction. 

If tax systems more favorable to the 
interests of the great majority of pro- 
ducers and consumers are to be erected, 
leaders must be forthcoming with con- 
structive plans for future taxation. 
The besetting American sin in taxation 
is running to cover when tax collectors 
appear. The result is a superfluity of 
oddly assorted taxes. At this particu- 
lar time, with future increases in taxa- 
tion apparently inevitable, it is incum- 
bent upon all to cooperate in tax re- 
forms so that the dreaded ‘“‘cancer of 
taxation” will be removed and the 
influence of taxation upon production, 
marketing, and consumption will be 
salutary rather than demoralizing. 
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APPRAISAL VALUES BY 


INDEX NUMBERS 


By HENRY 


URING and after the late World 
War the costs of acquiring and 
making commodities and fixed 
assets rose sharply. What effect did 
this have upon the old orthodox method 
of valuing such assets at the amounts 
originally spent for them? It caused 
that method to become subjected to 
increasingly hostile criticism because 
it failed to give information of much 
usefulness,' and because it commonly 
proved to be a dangerous basis for 
maintaining the capital that had been 
invested in such assets.2, Much of 
this criticism, and the resulting dis- 
cordant discussions, arose in the public- 
utility field in connection with rate 
making and depreciation charges. 
Appraisal value, i.¢., in most cases 
the current cost of replacement, then 
began to be used more and more be- 
cause it was not subject to such grave 





1 This type of objection was later succinctly stated 
as follows: “. . cost is, after all, an historical 
record rather than a measure of present-day value. 
Cost is only an incident.” Montgomery, R. H., 
Auditing Theory and Practice, 4th ed. rev., 1927, p. 
33. Cf. also DuBrul, E. F., “Bed Time Stories, or 
Current Facts? Which Should Accounts Tell to 
Owners, Managers, and Creditors?”, XI Bulletin 
of the Robert Morris Associates 9, February, 1929. 

2Cf., ¢.g.. Putnam, G. E., “The Role of Paper 
Profits in Industry,” 1v HARVARD BUSINESS REVIEW 2, 
January, 1926; and Krebs, W. S., Outlines of Account- 
ing II, pp. 959-976. 

In Germany, where inflation was exceedingly 
pronounced, and in France, where it was much less 
pronounced, original cost was also found to be strongly 
objectionable. Cf., ¢.g., Hellauer, J., “Kalkulation 
nach den ‘Wiederbeschaffungs’- oder nach den tat- 
sachlichen Gestehungskosten,” XVII Zeitschrift fur 
Handelswissenschaft und Handelspraxis 2, May, 1924, 
p. 40; and Carsow, M., “La Réévaluation des Bilans 
en France,” XCVII Journal des Economistes, July 15, 


1930, pp. 58-59. 


W. SWEENEY 


shortcomings. Portrayed in dollars of 
current purchasing power, it proved 
to be much better for everyone con- 
cerned, especially owners, managers, 
and creditors, than did the old valua- 
tion basis, original cost. For it ordj- 
narily showed how much capital had 
to be invested by others before they 
could become effective competitors: 
it showed whether the appraised assets 
were sufficient in value to serve as 
adequate protection for any debts that 
were primarily secured by such assets; 
and it served as a safer basis for main- 
taining capital because it led to main- 
tenance of the physical capital, instead 
of merely the monetary capital.’ 

Furthermore, it is significant to ob- 
serve here in connection with the 
growth of appraisal value that not 
only cost of replacement, which seeks to 
express the outlay needed to match the 
serviceableness of a specific asset, but 
also cost of reproduction, which seeks 
to express merely the outlay needed to 
match the precise structural form of a 
specific asset, are entitled to a higher 
place in valuation theory than is 
original cost. The reason is that costs 
of replacement and reproduction tend 
in the long run to approximate closely 
the value obtained from the ideal 
valuation process, which bases value 
upon future income, whereas original 
cost does not.‘ 





* Cf. Sweeney, H. W., “Stabilized Depreciation,” 
VI The Accounting Review 3, September, 1931, 
pp. 172-174. 

* Cf. Sweeney, H. W., “Capital,” VIII The Accoun'- 
ing Review 3, September, 1933, pp. 188-191. 
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Continued Usefulness of Appraisal 


Valuation 


Until about the early part of 1930 
appraisal valuation had been used 
mostly to bring the fixed-asset costs of 
earlier years up to current equivalents, 
and, less often, to increase depreciation 
charges correspondingly. During the 
year 1930, however, the increasing 
acuteness of the depression caused most 
classes of prices to begin tumbling, 
and caused most business values and 
profits to begin shrinking to such an 
extent that property cost and deprecia- 
tion charges expressive of the lower 
costs of earlier years were found to be 
quite high enough. 

Thereupon a new general use for the 
appraisal began to grow in popularity. 
This consisted of reducing to their 
current, depression-price-level equiva- 
lents the book values of fixed assets 
that had been acquired in the relatively 
recent high-cost years or that had been 
revalued in such years at their cur- 
rent appraisal equivalents. Such re- 
ductions brought values more into 
conformity with present conditions; 
indeed, they brought depreciation 
charges, which in such cases were 
customarily based on the reduced ap- 
praisal values, down to such an extent 
that losses were frequently transformed 
into profits. 

Since, however, the abandonment of 
the gold standard, the initial prospect 
of considerable inflation, and the in- 
auguration of the National Industrial 
Recovery Act in this country, most 
commodity and building costs have 
experienced substantial rises. More- 
over, they promise to continue rising. 
It now seems, therefore, that new 
appraisal values will shortly begin to 
be needed again for the same reasons 
that they were needed during the rising- 
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price-level years beginning with the 
War and ending with the present de- 
pression. And they will be needed 
especially by those concerns that re- 
stated the book values of their fixed 
assets at the low replacement or repro- 
duction costs existing during the last 
several years. 

Appraisals, furthermore, are likely 
to become more common because of 
the recent U. S. Treasury Department 
ruling known as “Treasury Decision 
No. 4422,” dated February 28, 1934. 
This decision specifically shifts the 
burden of proof to the income-tax 
payer as regards the allowability of his 
claims for depreciation deductions. 
Hence, it will become necessary for his 
property records to be very complete, 
and in most cases it will render obsolete 
the arbitrary use, as formerly, of the 
Income Tax Bureau’s published official 
depreciation rates. It will require the 
tax payer, instead, to file property 
schedules with complete details of age, 
condition, remaining useful life, amount 
of capital already recovered, etc.; and to 
base his depreciation claims on the 
conditions known to exist at the end of 
each taxable period. In so doing, it 
promises to require annual reconsidera- 
tion of the remaining useful life of each 
piece of depreciating property. But 
since property records are far from 
complete in many instances, especially 
as regards the older items of property, 
and since basing depreciation on the 
conditions known to exist at the end of 
each taxable period will often necessi- 
tate actual engineering inspection of the 
individual properties themselves, ap- 
praisals for depreciation purposes seem 
apt to become more frequent.® 





5 For a comprehensive discussion of Treasury 
Decision No. 4422, cf. the pamphlet entitled “New 
Depreciation Regulations” recently issued by Ford, 
Bacon & Davis, Inc., Engineers, New York. 











IIo 


Appraisal values, which possess a 
constant usefulness, but one which is 
recognized by the business community 
only in cycles more or less, thus give 
evidence of being in the initial stage of 
another upward cycle. 


A ppratsal-company Methods 


The leading appraisal method is 
probably that whereby appraisers make 
thoroughly itemized lists of the physical 
property and then value the items 
therein on the basis of standard tables 
of unit reproduction cost, location, 
age, excess capacity, and the like. 
This method results in an appraisal 
value that is, in principle at least, 
logically computed and that has the 
further prime virtue of being, for the 
most part, supportable by tangible 
figures. 

Because of the amount of work that 
it requires, this method is, of course, 
necessarily costly and time-consuming. 
The old accusation that the recognition 
of appraisal values usually led to 
setting up unrealized appreciation as 
income and even to paying dividends 
therefrom, is now less often made, be- 
cause since the World War the business 
public has been more generally taught 
the error of treating such appreciation 
as income. Another minor objection 
that has been rendered ineffective is 
that the use of appraisal values tends 
to cause marked fluctuations to appear 
in the values shown by the successive 
balance sheets of an enterprise.® 

In an effort to make appraisal proce- 
dure less costly and time-consuming 
for their clients, certain appraisal com- 
panies have devised the “continuous 
appraisal” for any business that desires 
to keep its property records and values 





* Cf. Baldwin, H. G., Accounting for Value as well 
as Original Cost. Milwaukee: The American Ap- 


praisal Company, 1927, pp. 34-36. 
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continually up to date. Under this 
plan the usual thorough appraisal must 
first be made, but thereafter the client 
needs simply to report the property 
changes that have subsequently takep 
place. Knowing the exact composition 
of the client’s property as at the date 
for which the new appraisal is to be 
made, the appraisal company then 
values such property at the prices 
prevailing on that date. If the ap. 
praisal company is required, however, 
to certify to a new value obtained in 
this manner, it insists on a personal 
reinspection of the entire property. 


The Index-number Method 


A method that may very conven- 
iently and profitably be used as a quick 
and cheap substitute under certain con- 
ditions is the index-number method.’ 
This method is a phase of “‘stabilized 
accounting,” which is concerned with 
the use of index numbers to restate 
accounting figures in a uniform price 
level before combining or comparing 
them. 

As an example of how the index- 
number method is used, consider the 
case of a machine or a class of ordinary 
merchandise that had cost $400 when 
the price index of that particular 
article had stood at 200. Its reproduc- 
tion cost would be 50% higher, 1.¢., 
$600, as of a date on which the same 
type of index was 50% higher, 1.¢., 300. 

Or consider a more detailed case. 
Assume, first, that the cost of a frame 
building, with a net total of’ $23,150, 





7 Other writers have expressed the same thought. 
Cf., ¢.g., Daines, H. C., “The Changing Objectives 
of Accounting,” IV The Accounting Review 2, June, 
1929, pp. 1o1 f.; Rorem, C. R., “Replacement Cost 
in Accounting Valuation,” IV The Accounting Review 
3 September, 1929, p. 173; and Graham, W. J., 


“Public Utility Valuation,” VII The Journal of Bust- 
ness of the University of Chicago 2, April, 1934, Part 2, 
pp. 5-6, 21-29, and 76. 
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was incurred over a period of six 
months, January-June, 1929, inclu- 
sive. Next, assume that the respective 
monthly index numbers of the cost to 
construct a building of this type in the 
particular city where this one was built 
are determinable for the months in 
question. Then if the index in the 
same series stands at 160 for December, 
1933, and 170 for January, 1934— 
hence, at 165 for December 31, 1933,— 
the cost of reproduction by the index 
method will be $15,675, determined 


thus: 














Amount Base- 
Month per {Index| year 
Books Amount 
Additions: 
January, 1929......... $ 2,500! 250] $ 1,000 
Maven, 8606s ciseesknsa 4,800] 240 2,000 
AGTH, IGOR. vices cin dees 9,400} 235 4,000 
errs oe 2,450] 245 I ,000 
ree eee 5,200} 260 2,000 
245350 10,000 
Deduction: 
May, 1606. cc ks ivses 1,200] 240 500 
| Tn Os oe ee 9,500 
Multiply by— 
Index for December 31, 
OGRE cioiaes sa web sieag- sa culens Goat 165 
Approximate cost of 
reproduction as at 
DOCeniDGr $3, BONBils ocicccvclecaaes $15,675 














* A deduction should be stabilized by the index that was 
used to stabilize the original addition against which the 
jeduction applies, not by the index for the month in which 
the deduction took place. Even in inflation Germany, where 
indexes were widely used, this fact was overlooked. Cyf., 
¢.g.. Mahlberg, W., Bilanstechnik und Bewertung bei schwank- 
ender \Wahrung, 3rd ed. rev., 1923, Leipzig, p. 116. But 
later in France it came to be recognized. Cf., ¢e.g., Thomas, 
.., La Révision des Bilans a l'Issue de la Période d'Instabilité 
Monétaire, Paris, 1928, p. 13. 


The accuracy of an appraisal value 
calculated in the manner described 
above depends, of course, mostly upon 
the accuracy of the index series used. 
In this connection it is interesting to 
observe that one prominent appraisal 
company thought several years ago 


that its building-cost indexes, which 
attempt to reflect the changes in the 
costs of constructing manufacturing 
establishments in this country, had a 
high degree of accuracy in most cases. 
The head of the research department 
in that company at that time made the 
following statement during 1928 in a 
letter regarding the accuracy of the 
construction-cost indexes compiled by 
his company: 


“ ... at various times we have tested 
them by applying them to actual appraisals, 
and we have found in all cases that a cost 
of reproduction determined by the use of 
these numbers would agree very closely 
with the actual appraised cost of reproduc- 
tion, and we are therefore confident that 
these figures do represent the actual 
fluctuation in the cost of building con- 
struction for the four types which they 
represent.” 


Furthermore, a student of this sub- 
ject has been repeatedly affirming his 
opinion to the effect that current values 
obtained by the index-number method 
in the field of public-utility valuation 
are more accurate than are current 
values obtained by the usual appraisal 
methods! For after declaring* that 
reproduction cost in practice is ordina- 
rily ascertained by an engineering ap- 
praisal, he goes on to say that this 
basis of determining reproduction cost. 


‘“‘is expensive and inexact and that it very 
often invoives delays, disagreements, and 
litigation. This statement can be sup- 
ported by reference to numerous cases 
which have been before federal and state 
courts, and commissions. .. . 

“Most of this cost, and most of the un- 
certainties inherent in appraisals and other 
estimates, can be avoided by the use of 
index numbers, preferably a special index 
of public-utility construction costs.’ 





® Graham, op. cit., p. 5. 
9 [bid., p. 21. 


~~ ee in inn mn main ene ce eae nen eee. ae 
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Elsewhere he declares: 


“‘It is maintained that the most practica- 
ble basis for an approximate competitive 
price situation is that of reproduction costs, 
and that the least expensive, most efficient 
method of computing reproduction costs 
for this purpose is that of adjusting original 
costs by a special index of public-utility 
construction costs.”’!° 


He favors determining current repro- 
duction cost “by index numbers of 
construction costs, classified by types 
of utilities, by localities, and subclassi- 
fied, perhaps, by types of properties; 
these indexes to be prepared by a 
central co-operative agency, carefully 
and promptly.”’"! His apparent satis- 
faction with simple annual indexes,!” 
however, is hard to understand when 
the cost of reproduction may vary sub- 
stantially within a year, even for the 
same type of utility and even in the 
same locality. For comparative pur- 
poses he uses Snyder’s general-price- 
level index, which is compiled under the 
auspices of the Federal Reserve Bank of 
New York.'* He believes the ideal ap- 
plication of the index-number method 
perhaps to be one based upon an 
appraisal that has been made within the 
previous ten years. He then goes on 
to say that, in a recent public-utility 
court case, index numbers were used in 
this way to reéxpress in the current 
price level the values in a prior appraisal 
and the costs of intervening property 
additions, and says, “‘It was stated by 
the Commissioner in this case that in 
all similar cases index numbers had 
produced results which varied less 





0 Tbid., p. 28. 

" Jbid., p. 76. 

12 [bid., pp. 22, 57, and 60, for instance. 

13 Jbid., p. 22. But he wrongly describes the 
prices and weights used in the preparation of Snyder’s 
index. For those that he describes are the prices and 


weights of Snyder’s first, unrevised general index, 
which was discontinued as long ago as 1928. 
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widely than did the testimony of expert 
witnesses on opposite sides.’”’!4 

While normally producing such ac. 
curate results, the stabilized-accounting 
method is, nevertheless, very inexpen- 
sive andrapid. ‘The present value of q 
building, ¢.g., is calculable by the 
index-number method within several 
days unless the property records have 
been badly kept or have not been 
preserved. This method can also be 
applied without attracting any general 
notice. 


Appratsal-company Methods versus 
the Index-number Method 


Despite the flattering statements 
that have been made from time to time 
about the usefulness of the index- 
number method, however, this method 
should not be used as a general sub- 
stitute for the better type of appraisal- 
company methods; 1.¢., the type which 
carefully inventories the physical prop- 
erty and computes its worth on the 
basis of current prices, but which also 
then gives effect to location, obsoles- 
cence, capacity, and similar factors 
affecting its final net economic value. 
On the contrary, the index-number 
method should be used as a substitute 
for the better type of appraisal-com- 
pany methods only when a high de- 
gree of correctness is unnecessary. For 
while the index-number method pos- 
sesses the usual merits of substitute 
methods, viz., less cost, time, and 
trouble to apply, it lacks the customary 
cardinal virtue of the original, a higher 
quality of product. 

Accuracy in Determining Value.— 
There are two reasons why appraisal- 
company methods of the better type 
should produce more accurate results in 





14 Tbid., p. 28, footnote. 
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a specific case.1® First, they give effect 
to all individual and peculiar conditions 
influencing the current “value” of the 
appraised property, for they take ac- 
count of the precise structural composi- 
tion of the building, the suitability of 
the form of the building, the efficiency 
of the size of the building, the extent 
of obsolescence, deterioration, degree 
of repair, and location. On the other 
hand, the index-number method must, 
by its very nature, depict just the 
average cost of property having the 
same general structural composition 
within a relatively large region; it can 
not take account of the individual and 
peculiar conditions that help determine 
the worth of a particular building. 

The second reason why the better 
type of appraisal-company methods 
should be more accurate is that, being 
usually based upon an actual physical 
inventory, they are usually less likely 
to be affected by errors in the prop- 
erty records than is the index-number 
method, which must derive its basic 
facts from the property records. Such 
errors exist because property items 
that have been lost, retired, and dis- 
posed of have not been shown as such 
on the records; or because depreciation 
entered on the records has been in- 
correctly calculated; or because ex- 
pense has been improperly made to 
include property additions; or because 
the property account has been improp- 
erly made to include expense; and so 
forth. 

The gist of this first objection against 
the index-number method, then, is that 
whereas this method can show, at best, 
only cost of reproduction, the better 
type of appraisal-company method can 


** For an exposition of some detailed objections to 
using index numbers instead of appraisals cf. Bulletin 
*798 issued by The American Appraisal Company 
inder date of February 9, 1933. 
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show “‘value,” which is dependent not 
only upon the reproduction cost of the 
building alone, but also upon such 
factors as excess capacity, obsolescence, 
deterioration, and location. Obviously 
value is quite the more significant 
figure. 

In appraisal-company parlance “‘cost 
of reproduction” and “‘cost of replace- 
ment” are synonymous. A distinction 
is, however, frequently made between 
them, giving “‘cost of replacement” 
(which one writer calls “‘cost of duplica- 
tion of service’’!*) practically the same 
meaning as the appraisal-company term 
“value.”!” When this distinction is 
made, cost of replacement is generally 
recognized to be superior to cost of 
reproduction. ® 

Available Indexes.—In addition to 
being less accurate, the stabilized- 
accounting method here under dis- 
cussion is open to a second, and at 
present quite practical, objection. 
This is that convincingly accurate 
series of the necessary index numbers 
are not yet promptly available for short 
enough periods, preferably months, and 
for enough kinds of buildings, except 
possibly in the case of reproductive 
costs of industrial buildings in the 
United States. 

The American Appraisal Company 
has compiled indexes of the reproduc- 
tion costs of industrial buildings for 
twenty-nine cities, which are grouped 
into a major classification of nine 
districts and a minor classification of 
“Eastern Cities.”” The major classi- 
fication of nine districts contains in- 
dexes of the construction costs, begin- 
ning with 1913, of what are considered 


16 Scott, DR, Theory of Accounts, I, p. 197. 

1 Cf., ¢.g., Lyon, H., Corporation Finance, pp. 238-9. 

18 Cf., ¢.g., Clark, J. M., “‘Valuation for the Balance 
Sheet and Profits,” Het Internationaal Accountants- 
congres, Amsterdam, 1926, p. 372. 





114 


to be the four most generally prevalent 
types of industrial buildings, namely, 
those described as frame, brick on a 
wood frame, reinforced concrete, and 
brick on a steel frame. The minor 
classification of Eastern cities, however, 
contains indexes of the construction 
costs of the seven most common types 
of buildings in that region, and it goes 
back to 1890—although from 18go 
through 1899 it represents only four 
types of buildings, and from 1900 
through 1912, only six types. These 
indexes, which look upon 1913 as their 
base year, are annual through 1914, 
semiannual from 1915 through 1919, 
quarterly from 1920 through 1923, and 
monthly beginning with 1924. 

The American Appraisal Company, 
however, has discontinued preparing 
some of these indexes in the last two or 
three years. And since the beginning 
of 1933, it has ceased to publish even 
the annual district averages, because it 
felt that these were being improperly 
used to estimate appraisal values of 
specific properties. Obviously, the use 
of merely annual, instead of monthly, 
indexes, together with the use of simple 
district averages, instead of indexes 
for the cities in which the particular 
properties are located, would make the 
resulting estimates altogether too 
unreliable. 

There also now appear once a year, 
index numbers” purporting to show the 
individual values of five kinds of public- 
utility systems from 1913 to the most 
recently ended calendar year. The 
five kinds of public utility systems are, 
respectively, waterworks plants, elec- 
tric light plants, street railway systems, 
natural gas plants, and artificial gas 





19 These indexes are prepared by C. F. Lambert, of 
the Burns & McDonnell Engineering Company of 
Kansas City. They are published in Construction 


Costs, a booklet issued annually by the Engineer- 
ing News-Record. 
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plants. The indexes, moreover, are 
subclassified to show the individual 
values of the main component parts 
of these five systems, v7z., land, build- 
ings, equipment, distribution facilities, 
and miscellaneous capital items, except 
in the case of the street railway systems, 
where track construction, cars and 
equipment, and span construction re- 
place the two equipment and distribu- 
tion sections of the other classes of 
systems. 

Construction Costs also contains the 
following construction-cost indexes: 

1. Aberthaw index of the cost of 
a typical reinforced-concrete factory 
building in New England. This in- 
dex, which begins with January, 1915, 
is monthly through June, 1929, and 
quarterly thereafter. 

2. Turner building-cost index for 
Eastern cities. It is prepared by the 
Turner Construction Company of New 
York and is, for the most part, annual. 
It begins with 1913. 

3. St. Louis building-cost index for 
a typical industrial plant of five build- 
ings erected in St. Louis. It begins 
with 1913. Although it is shown in 
Construction Costs only in graph form, 
it may presumably be obtained in 
numerical form from its compiler, the 
Fruin-Colnon Contracting Company of 
St. Louis. 

4. Engineering News-Record  con- 
struction-cost index. This is an annual 
index beginning with 1903 and continu- 
ing through 1913, and a monthly one 
thereafter. It does not apply to any 
particular kind of building, or to any 
particular kind of construction, or to any 
particular locality. Nevertheless,— 


“Tt is used in financing operations, in 
estimating and in valuation. Its possible 
application in a special problem must be 
determined by the individual user.’’”° 





” Construction Costs, 1934, p. II. 
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<. Tuttle index of the cost of build- 

ing. This is a monthly general con- 
struction-cost index beginning with 
January, I9IS. 
’ 6, Railway construction-cost index. 
This is an annual index, beginning with 
1920. It is subclassified according to 
the main constituent parts in such 
construction cost. 

7. Highway construction-cost index. 
This appears in graph form as an annual 
index, beginning with 1922. It is 
compiled by the U. S. Bureau of Public 
Roads, from which the numerical in- 
dexes themselves may doubtless be 
obtained. It is subclassified by the 
costs of excavation, surfacing, and 
structures. 

The development of index numbers 
in the fixed-asset field has, like many 
other worthy projects, been retarded by 
the present depression. But with the 
return of prosperity and of a presum- 
ably concomitant interest in appraisal 
values, the development of index num- 
bers which show the costs of property 
and equipment over a period of time 
will probably begin anew. If private 
concerns do not consider it to their 
financial interest to make these in- 
dexes public as well as to compile them, 
some governmental or private fact- 
finding agency may be called upon to do 
so. In some fields, like the factory- 
equipment and furniture fields, the 
development of suitable index numbers 
has been made more difficult by the 
frequent changes that have occurred 
in the designs, capacities, and functions 
of the finished products in such fields.?! 

Reliability.—A third objection to the 
index-number method is that a repro- 


“|. . mere changes of price do not begin to 
reveal the advance in machine-tool design within the 
last ten years, nor the tremendous increase in produc- 
tive capacity.”—Assistant Secretary of the National 
Machine Tool Builders’ Association, in a letter to the 
writer dated August 15, 1928. 








duction cost obtained by it will be less 
convincing to the business public than 
one obtained by the procedure of a 
recognized appraisal company. For a 
value obtained by the latter has more 
the appearance of being an outside 
unbiased estimate, especially when 
certified by such a company. This 
objection is important if the reliability 
of the appraisal value needs emphasis— 
as is the situation, of course, when an 
issue of securities is to be based upon 
the appraisal value. But if deprecia- 
tion is to be based upon the reproduc- 
tion cost of a building, then, because 
the depreciation is also an estimate that 
must be made subject to later revision, 
the index-number method seems suita- 
ble for ordinary practical purposes. 


Summary 


The index-number method of ap- 
proximating appraisal values is in- 
expensive, rapid, and _ simple. It 
usually can not, of course, attain the 
same high degree of authoritative ac- 
curacy as can the appraisal procedure 
of a concern that specializes in such 
work. And not all the price indexes on 
which a wide use of the index-number 
method should depend are available 
to the business public, for the time 
being, at least. Appraisal values by 
index numbers are limited by the cir- 
cumstances and purposes for which 
they are to be used. The accounting 
and financial world does not accept the 
viewpoint that appraisal values are 
better for balance-sheet purposes than 
are original-cost figures. Furthermore, 
a good deal of havoc has been wrought 
by using an index number for valua- 
tion purposes which, although accurate 
enough in itself, was not applicable 
to the industry or company under 
codsideration. 




















A SCIENTIFIC ROUTINE FOR STOCK 
CONTROL 


By R. H. WILSON 


HE efficiency of operation of a 

stockroom is usually measured 

by inventory, expense, turnover, 
quality of service, etc., each of which is 
simply built up from similar factors for 
each stock item. 

Consequently any system for the 
efficient control of merchandise should 
aim at operating each individual stock 
item at maximum efficiency. In order 
to do this it is necessary for the system 
to provide a means for accurately 
determining for each stock item: (1) 
the most economical amount of stock 
to order (ordering amount), and (2) 
the minimum amount of stock which 
should be on hand when a fresh supply 
is ordered to control the “out-of- 
stock”” condition at minimum cost 
(ordering point). 

The present paper describes a system 
which seems to meet these require- 
ments. It has been developed by 
means of mathematical analysis from 
sound fundamental principles, and par- 
ticular attention has been given to 
simplifying the results so that control 
is exercised in a routine manner by the 
use of tables and an especially designed 
calculator for the determination of 
ordering points. As in the past, con- 
trol still remains in the hands of the 
stock-control clerk, who will find this 
system easy to operate. This system 
is not intended to apply to stock con- 
trol of style, seasonal, or perishable 
goods, but has found its chief applica- 
bility in the field of routine orders and 
of goods not subject to the vagaries of 
fashion. 


The proposed system depends for its 
efficiency on determining for each stock 
item two factors: one is called the 
“ordering amount” which is defined 
as the most economical amount (in 
dollars) to order; the second is called 
the “‘ordering point” and controls the 
“out-of-stock” condition. The order- 
ing point is sometimes called “ mini- 
mum stock” or “safety stock” and is 
the number of individual units of an 
item on hand when an order is placed 
to replenish stock. 

For a clear understanding of the 
method of control it is necessary first 
to define what is meant by the ordering 
point of an item. In practice it is 
usually estimated at an amount just 
large enough to last until a new supply 
of stock arrives. But this definition 
should be modified. While it is very 
desirable to protect all items against 
running out of stock at any time, it 
costs a considerable sum in protective 
stock to do it compared with, say, the 
cost of operating with an out-of-stock 
condition which occurs about once a 
year for each stock item. In view of 
the savings which may be effected in 
the latter case, it is believed that the 
majority of organizations will operate 
more efficiently with such a plan than 
if they always carry complete protec- 
tion for all items. This fact should be 
taken into account when determining 
ordering points. Chart I shows how 
the ordering point directly affects the 
amount of inactive or safety stock. 
It is a very simplified and exaggerated 
curve of stock movements drawn to 
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Jlustrate certain phases of stock con- 
trol. The heavy line shows the stock Method of Operation 
on hand when A is the ordering point, The new system operates by simple 
while the dotted line shows the effect calculations. The control clerk calcu- 
of reducing the ordering point to B. lates on the basis of past stock figures 
In the first case the reserve stock is the amount (in dollars) of an item 
R,, while in the second case it has which will be handled in a year, 
for its 
stock Cuart I. Errecr or Orpertnc Point on Amount oF Inactive or Sarety Srock 
1 the AVERAGE STOCK 
fined = 
t (in cost OF , <a 
called STOCK 
the Me, | | (opens 
order- 
mini- 
ind is »& 
of an 
laced | 
f the \ 
’ first LN 4 
ering “i 
- - R; Ro RESERVE OR satiety STOCK TO PREVENT THE ITEMS 
_ Just FROM RUNNING OUT OF STOCK 
apply © 3 7 9 2 
ution TIME IN MONTHS 
very 
“g oo reduced to R2. ‘This reserve (modifying this amount, of course, by 
sitline stock is inactive. The investment in any advance information which can be 
a, it is the price paid for protection. In obtained as to future requirements, 
salah the case illustrated, both Ri and Rzare_ price trends, or other important fac- 
ange obviously larger than they need have tors), and finds the corresponding order- 
nee been for complete protection, and, as ing amount in a table (Table II, page 
ofa stated above, complete protection may 120, two left columns). 
5 wie not be necessary for some stock In making this calculation, con- 
items. Any additional investment in tinuous inventory records, similar to 
erate ; “siege ; 
i protective stock is just so much Table I, will be found to be of real : 
ani, Waste. assistance although they are not abso- 
id be The ideal ordering point for each lutely essential to the operation of the 
— tock item can therefore be defined as system. ‘To simplify the explanation 
ining rers . . ; 
“ei ie least number of units on the shelves it will be assumed that such cards 
when a restocking order is started, have been kept, and that a record, 
s the fhe ‘ ae , a . 
tock. which will prevent the item from such as Table I, is ay ailable. The 
meer" running out of stock more often than card shows that the item under con- 
cy is desirable for efficient operation. sideration costs $25 per 100, and the 
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summary on the right shows that 1,163 
units were used per year costing $291. 
Where the cost of a quantity of a stock 
item consumed in a year is $291, the 
nearest ordering amount shown in 
Table II is $54 worth of stock. This 


is the amount which should be ordered 
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ing amount from the table (Table II) 


He will, of course, in making hijs 
estimate take into account the trend 
of the demand for the particular stock 
item he is considering, also any varia- 
tions in seasonal demand, wholesale 
costs, general business trends, and infor. 
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unless considerations of packaging or 
pricing make it advisable to order in 
even units, say of 100 per package. 

It will be shown later how to derive 
a table similar to Table II to suit the 
operating conditions of any given stock- 
room which handles a line or lines of 
staple merchandise. The judgment of 
the stock-control clerk and his knowl- 
edge of the stock carried can now be used 
to better advantage than before. He 


now estimates a factor which he can 
reasonably predict, the yearly rate at 
which the stock item will move during 
the next few months, and from this 
figure finds the most economical order- 


mation from sales managers as to 
future demands. 

After the ordering amount has been 
determined for an item, it is not 
changed unless the demand increases 
or decreases materially; and since the 
demand also governs the size of the 
ordering point, this latter factor should 
be calculated at the same time. To 
aid the stock-control clerk in making 
this calculation, an ordering point 
calculator (Chart II) has been de- 
signed. The different scales marked 
A to E on the disc of the calculator 
have been selected in order to give 
an item any desired degree of protec- 
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tion against running out of stock. The 
same scales are also indicated in Table 
II, and it is to this table that the stock- 
control clerk refers first. On the left 
of Table II is the table that he used to 
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In the above mentioned example, in 
which the ordering amount was $54, 
let us suppose that this item should 
not be out of stock more than once 
every two years. ‘The table indicates 


Cuart Il. Tse Orperinc-potnt CALcuLaTor 


Fixed base 4 





determine the ordering amount. He 
runs his finger to the right along the 
same line as the ordering amount 
(which he has already determined for 
the item) until he comes to the column 
which gives the desired degree of 
protection against running out of stock. 


’ Movable 
disc 


= 


Pointer 


that scale C should be used when 
determining the ordering point. The 
stock-control clerk now calculates the 
average number of units of the stock 
item drawn out per request and sets 
the disc marker at this number on the 
outer scale of the ordering point calcu- 
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Tasce II. Orperinc Point 
| | | 
| | Ordering Point Scale to Use on 
(A) | “Ordering Point Calculator” 
Estimated Cost | Orderi 
(in Dollars) | As steed 7 
of Stock Item | . Deller Interval between “Out of Stock” Periods 
Used or Sold = oa i 
per Year | | ~— 
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| 
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lator (Chart II). Then he determines 
the average number of requests for the 
item during the normal 
restocking time’? and sets the pointer 





1 By normal maximum restocking time is meant the 
longest restocking time experienced in the past, 
neglecting any unusually long time which is unlikely 


to recur. 
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of the disc at this 


of the calculator on the selected scale 
number. 
pointer then indicates the correct order- 
ing point on the outer scale for the 
degree of protection decided upon. 
Using the same example as before, 
the summary on the right of the card 
(Table I) shows: (1) the average num- 
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ber of units drawn out per request is 
1.163 divided by 437 or 2.66; (2) there 
are on the average 14.4 requests during 
the normal maximum restocking time 
of 12 days. The radical line which 
forms the disc marker on the ordering 
point calculator in Chart IT is accord- 
ingly set at 2.66 on the outer scale. 
The pointer is set at 14.4 on scale C of 
the disc (the scale already selected), 
and the ordering point as read from 
the outer scale is 58.” 

The item given in the example would 
therefore be controlled by ordering 
216 units (corresponding, at 25¢ each, 
to the ordering amount of $54) when 
the number of units on hand dropped 
to 58 and by changing these control 
factors whenever the demand increased 
or decreased. 

As an illustration of the need of this 
method of calculating ordering points, 
consider two items both of which cost 
the same, take the same time to restock 
(10 days) and sell at the same approxi- 
mate rate of 12,000 a year. At a 
casual glance it would appear that, if 
he same degree of protection against 
running out of stock is to be given to 
each, the ordering points should be 
the same. ‘This, however, is not the 
case in actual operation. One has an 
ordering point of 500, the other 1,700. 
The reason is that whereas a large 
number of customers (3,000) draw 
out small amounts (average of 4) 
in one case, a relatively small number 
of customers (115) draw out large 
amounts (average of 104) in the other; 
and theory supported by practice as 
incorporated in the calculator shows 


* A convenient guide in deciding where to place the 
decimal point in the result is the fact that the ordering 
point is the lowest number which is larger than the 
product of (1) and (2) given above for scales A, B, C, 
and D, and approximately equal to this product for 
scale E. In the above example, if the average size of 
a requisition had been 26.6 instead of 2.66, the order- 
ng point would, of course, be 580 instead of 58. 


that they require radically different 
ordering points as given above in order 
to have the same degree of protection 
against running out of stock. 

The calculations take much longer 
to explain than to perform. They 
soon become routine to the stock- 
control clerk, who does not need to 
know the theory underlying the simple 
routine just described. It is inter- 
esting, however, to know why this 
routine gives the desired result. 


Ordering Amount 


The ordering amount is the simpler 
of the two factors to determine. The 
cost of operating a stockroom depends 
to a large extent on the amount of 
stock carried, making it advisable to 
order stock in small quantities. Other 
factors also enter into the operating 
cost, however, and more than offset 
the economy of low stocks. For ex- 
ample, if a year’s supply of a stock 
item is ordered at one time, the carrying 
charges are high because of the large 
stock, but the cost of ordering is low 
because only one order is placed per 
year; whereas if two months’ supply 
of stock is ordered, then the carrying 
charges will be much lower, but the 
cost of ordering will have increased 
six times because there will be six 
orders placed in the year. Some par- 
ticular amount must be the most 
economical to purchase, balancing one 
of these factors against the other.*® 
Other elements which ought also to be 
considered have been arranged in the 
following two lists on page 122. 

In arriving at the formula for the 
correct ordering amount, it was found 
that some of the elements listed above 





* This treatment of stock does not apply exactly 
to the storage of goods manufactured by the organiza- 
tion operating the stockroom, in which case the deter- 
mining factor is the most economical lot size to 
manufacture. 
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A. Those Which Favor 
Large Stocks 
(a) Cost of placing re- 
stocking orders 
(b) Cost of being out of 


stock 
(c) Decreasing cost of 
items with larger 


quantity purchases 
(d) An increasing market 
value 
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B. Those Which Favor 
Low Stocks 
(a) Interest on average 
stock investment 
(b) Insurance on stock 
(c) Rent, lighting, heat- 
ing and cleaning 
(d) Depreciation 
(e) Obsolescence 
(f) A decreasing market 
value 


(e) Decreased transporta- 
tion charges 


could be left out of consideration. The 
cost of being out of stock, A(b), should 
be omitted because the amount of 
protection required for a stock item 
depends on service requirements for 
that particular item, and the cost paid 
for it is not in active stock with which 
we are dealing but in dead stock kept 
for protection purposes. Increasing 
and decreasing market values, A(d) 
and B(f), are also omitted because they 
are provided for in the calculation of 
the probable annual sales of the item, 
which is the factor used in determining 
the correct ordering amount, as will be 
shown later. 

Item B(c)—Rent, Lighting, Heating 
and Cleaning.—Provided the floor space 
and the corresponding rent charge 
can be varied with the amount of stock 
carried (such as terminal warehouse 
space) then the factor for rent should 
be included and should be calculated 
as the cost of rent, lighting, cleaning, 
etc., divided by the cost of the stock 
carried, both at the last inventory 
time. 

This, however, is not the general 
case. Usually stock is carried in a 
building held under a long-term lease 
so that the rent charge cannot readily 
be changed, or it is carried in rooms 
or floors so that the cost of rent is 
constant over a wide range of values of 
average stock and increases or decreases 
abruptly as space is added or taken 
away. Provided the use of the formula 





does not cause any change in the 
amount of space occupied, the rent 
factor should be omitted, because under 
these circumstances increasing or de. 
creasing the amount of stock carried 
does not change the total cost to the 
company. If, however, on using the 
formula more space would be required, 
then a calculation should be made to 
make sure that the saving by carrying 
the additional stock is not offset by 
the increased charge for rent. 

In general, therefore, the factor for 
rent given in the formula should be 
omitted unless special conditions war- 
rant its inclusion as described above. 

The remaining elements show that 
in order to arrive at the most econom- 
ical ordering amount it is necessary to 
strike an economic balance between 
the cost of ordering stock and the 
carrying charges on the merchandise 
investment. This amount has been 
determined mathematically, the most 
efficient operation being achieved when 
the following formula is used: 
Ordering Amount? (in dollars) = 


TA 
I 
where 
A = cost of the quantity of a stock 


item consumed in a year 
I=1,+ 1. + Is + Ig + Is where 
I, = carrying rate on invest- 
ment 





‘An ordering amount formula based on a similar 
theory was independently developed some years ago 
by the Western Electric Company. This company, 
as the manufacturing unit, purchasing agent and 
storekeeper of the Bell System, is concerned with 
many stock-control problems. They prepared a 
practical application of the ordering formula for their 
particular problems of stockroom control. A series 
of tables was prepared which is used by their stock- 
control clerks, under varying conditions of stock- 
keeping and purchasing. Since certain of the Western 
Electric Company’s stockroom problems are modified 
to suit special Bell System problems, the tables which 
are used for this company do not follow in all details 
the methods of the present paper. 
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insurance rate 
rate of loss due to obso- 
lescence and depreciation 
I, = rate for rent, lighting, 
heating and cleaning 
I; = rate for any additional 
expenditures similar to the 
above 

L = the average cost of placing an 

additional restocking order 

The theory back of this formula 
is relatively simple. From the for- 
mula given above, a table (Table II) 
has been drawn for a stockroom in 
which I, = 6%, Iz = 0.6%, Is = 2%, 
I, = 6.9% and L = 0.77. Assume an 
item which is moving at the rate of 
$1,000 per year, then the table shows 
that $100 worth of stock is the most 
economical amount to order, which 
means that 1,000 divided by 100 or 10 
orders for fresh stock have to be placed 
each year. The average investment in 
active stock is one-half of $100, or $50, 
and from the figures given above for 
I, Is, Is, and I, (I = I, + I, a I; of I, 
= 15.5% or 0.155 in the formula) it 
can be shown that the cost of handling 
this is 15.5% of $50 (equals $7.75) 
plus 10 stock reorders at $0.77 each 
(equals $7.70) making a total of $15.45 
per year. 

On the other hand, if this same item 
were maintained on the basis of $50 
per ordering amount, the average in- 
vestment would be $25 at 15.5% or 
$3.87 plus the cost of 20 stock reorders 
which is $15.40 or a total of $19.27 per 
year. This is obviously a more expen- 
sive procedure than the one indicated 
by the first example where the 
ordering amount is that given by the 
table. 

The possibility of larger losses is 
illustrated if this same item is main- 
tained on the basis of $500 per ordering 
amount; in this case the average invest- 


ment would be $250 at 15.5% or $38.75 


I, 
Is 





plus the cost of 2 stock reorders which 
is $1.54 or a total of $40.29 per year. 

Similarly, it can be shown that any 
value of ordering amount other than 
that given by the table will be more 
expensive to operate. 

This formula is true for the ordering 
amount provided the value of I;, the 
carrying rate on investment, is con- 
stant, which holds if the payables and 
receivables are approximately equal. 
If, however, there is an appreciable 
difference between the two, then it is 
necessary to add another term to the 
ordering-amount formula depending 
upon the actual terms of operation. 

In drawing up a table similar to 
Table II for any particular stockroom 
the only factor which presents any 
difficulty is L. To appreciate the 
meaning of L, the cost of operating 
the purchasing and other departments 
concerned must be considered. Natur- 
ally the more restocking orders placed 
per year, the greater will be the cost of 
operation. A curve showing how the 
cost of operation per year increases 
as the total number of restocking 
orders for all items increases is shown 
in Chart III. The numerical values 
given are merely illustrative. Any 
particular stockroom might, let us 
say, place 50,000 restocking orders per 
year. From Chart III the cost would 
be $52,000. If 60,000 restocking orders 
had been placed, the average cost would 
have been $59,000. Consequently the 
placing of 10,000 additional orders 
would cost $7,000 or 70¢ per additional 
order. This cost of placing additional 
orders, an important quantity in the 
theory of stockroom control, has been 
designated by L. In the illustration 
just given, the average cost of placing 
one of the 50,000 orders is $1.04, while 
the cost of placing an additional order 
is only 70¢. This latter cost is the one 
that should be used in the formula for 
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the ordering amount, because if the 
number of orders is increased or de- 
creased the cost of operating will be 
‘ncreased or decreased at the rate of 
7o¢ per restocking order and not 
$1.04. 

To obtain L, estimate the decreased 
cost in dollars of operating the pur- 
chasing, receiving, stock maintenance, 
stockkeeping, vouchering, office service, 
order entering and typewriting depart- 
ments if the number of restocking 
orders were decreased by an amount 
which would change the cost of order- 
ing by an appreciable amount, say 
25%, and divide that cost by 25% of 
the total number of restocking orders 
| actually placed. If this information is 
not available, a value of L can be 
obtained from Chart IV.5 

When operating under this new sys- 
tem, it is not necessary to calculate the 
| ordering amount for each separate item 
from the formula, because most of the 
items in any stockroom occupy an 
average amount of space, are not 
subjected to abnormal depreciation or 
obsolescence, have the same insurance 
rate and present no peculiar difficulties 
when an additional supply of stock 
must be obtained. These are the fac- 
| tors which enter into the above formula 
for the most efficient ordering amount. 
Consequently, if a table similar to 
Table II has been prepared for any 
stockroom, using average values for the 
factors which enter into the formula, 
ordering amounts can be determined 
directly from this table by estimating 
the yearly sales of each stock item. 

Although this routine method of 
determining ordering amounts is ap- 
plicable to most items carried in stock- 






























‘Chart IV has been compiled from a theoretical 
tudy supported by as many practical cases as could 
¢obtained. The author would appreciate receiving 
sdditional data on Chart IV from those who have 
calculated L in the manner described above. 
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rooms and stores, there are some items 
which require special consideration be- 
cause of the other factors which affect 
the quantity to be ordered. Many 
items are put up in standard packages, 
and there are penalties for ordering 
other than standard packages. This 
condition should affect the quantity 
ordered. In the case of certain items 
which are cheap but very bulky, the 
specified ordering amount would prob- 
ably take up too much space in the 
stockroom and must be modified ac- 
cordingly. Then there are items on 
which the price fluctuates consider- 
ably, and judgment must be used in 
buying when the price seems most 
favorable. 

Item A(c)—Decreasing Cost of Items 
with Larger Quantity Purchases.—For 
some items costs are quoted on a sliding 
scale so that the costs decrease as 
the quantity purchased increases. In 
those cases where the number of price 
changes with quantity is limited, then 
the stock-control clerk should make the 
following calculation. Knowing the 
carrying charges on the stock invest- 
ment and also the cost of placing 
additional restocking orders, he should 
work out (as explained in previous 
examples) the yearly cost of ordering 
the amount given by the table and 
also the increased cost of purchasing 
in larger quantities. If this increase 
is outweighed by the amount saved 
by purchasing in larger quantities he 
should buy the larger quantity. 

A formula can be obtained by which 
the most economical amount can be de- 
termined if the price decreases uniformly 
or at regular intervals. This, however, 
is outside the scope of the present paper. 

Item A(e)—Decreased Transportation 
Charges.—In many cases where a num- 
ber of items are purchased from the 
same supplier, the saving in transporta- 
tion obtained by combining orders for 
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a number of items in one shipment may 
outweigh the additional expense of 
purchasing some of these items before 
their ordering point is reached, or of 
purchasing larger quantities of these 
items than would be indicated by the 
ordering amount. This represents a 
practical modification of strict mathe- 
matical application of the formula 
which should be taken into consider- 
ation by the stock-control clerk. 

In handling these and similar cases 
the method will act as a valuable 
guide. The ordering amount table 
indicates the most economical amount 
to carry under normal operating con- 
ditions. In deciding upon the ordering 
amount for any item it is desirable 
that the stockkeeper should know what 
this amount is. If there are then other 
conditions (such as those listed above) 
which would modify the amount, he 
should allow for those conditions. It 
is obvious, however, that he cannot 
allow for those factors effectively unless 
he knows in the first place what is the 
most economical amount to carry as 
given by the tables. 

The table for determining ordering 
amounts should be reviewed periodi- 
cally and recalculated from the formula 
to take care of the effects of any changes 
of the operating costs. 


Ordering Point 


The correct determination of the 
ordering point is more difficult than 
the evaluation of the ordering amount. 
The latter is concerned with cost 
factors which can be determined with 
any desired degree of accuracy, whereas 
the ordering point is dependent on a 
far more variable and less predictable 
factor: the anticipated demand for 
goods during the time taken to replen- 
ish stock. Ideally the point should be 
set so that it is the least number of 


units of a stock item on the shelves 
when a restocking order is placed which 
will prevent the item from running 
out of stock more often than is desirable 
for its efficient operation. 

There are three contingencies which 
might cause an item to “run out of 
stock”? before the replacement stock js 
received: (1) an unanticipated increase 
in the size of the requests for stock; (2) 
an unanticipated increase in the nun- 
ber of requests for stock, and (3) an 
unanticipated increase in the time 
taken to get a fresh supply of stock. 
The third contingency can best be 
covered by taking the normal maximum 
time experienced in the past as the 
expected time of acquiring new stock, 
neglecting any unusually long time 
which is unlikely to recur. 

For protection against the first two 
contingencies it is necessary to know: 
(a) not only the average size of an 
individual request but also the likeli- 
hood of variation in size, and (b) not 
only the average number of requests 
for stock during the restocking time 
but also the likelihood of variation in 
number. 

For a stock-control clerk to deter- 
mine such figures from his stock cards 
and take them into account in his 
estimates is admittedly difficult. Here 
the laws of mathematics can be of real 
assistance. Statistical studies of stock 
movements usually show that: (1) there 
are fewer requests for large quantities 
of an item than for small amounts (to 
express it mathematically, the number 
of requests decreases exponentially as 
the size of the requests increases), 
and (2) the number of requests for 
stock during the restocking time 3 
governed by chance and follows the 
recognized laws of probability. 

An example of the first variable 's 
the given actual case of 847 requests 
for one particular stock item. These 
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were divided as shown in the following 


table: 
Tas._e III 


Number of Units 
Drawn Out per 
Request 

. 523 

187 
40 

43 

10 

18 


Number of Requests 


On Qu & WH WH 


© 


10 
Il 
12 
13 
30 
As an instance of the second variable, 
it can be supposed that on the average 
10 requests a day are received for a 
given article. The number of requests 
each day would not be uniform but 
over a year’s time would vary in 
accordance with the Poisson Law of 
Probability as shown in Table IV. 
Equations® have been established 
which take these two factors into 
account and indicate the chance of an 
running out of stock for any par- 
ar value of ordering point. From 
these equations it is possible to estab- 
lish ordering points for any degree of 
protection required. It has been found 
in practice that five degrees of protec- 
tion are all that are necessary. ‘They 
cover the range from the minimum 
ordering points requisite for complete 
protection to ordering points that will 
average an out-of-stock condition every 


item 
1LCTT 
ticul 
ilu 


other time a restocking order is placed. 


| results have been embodied 
in the construction of the ordering 
point calculator (Chart II); scale A 
indicates the minimum ordering point 
which will, in general, prevent an 


These 


_* These equations have been derived by Dr. T. C. 
Fry, author of Probability and Its Engineering Uses. 


Taste IV 





2 


Number of Days in Year 
on Which Number of 
Requests Is That Given 
in Column 1 


Number of Requests 
per Day 





(1 day in 70 years) 
(1 day in 7 years) 
(1 day in 1% years) 
2 days per year 
6 days per year 
12 days per year 
20 days per year 
28 days per year 
35 days per year 
39 days per year 
Average 10 39 days per year 
I! 36 days per year 
12 30 days per year 
13 23 days per year 
14 16 days per year 
15 11 days per year 
16 7 days per year 
17 4 days per year 
18 2 days per year 
19 1 day per year 
20 (1 day in 1% years) 
21 (1 day in 3% years) 


CON AnNAW BHO 


Oo 








item from going out of stock at any 
time. B indicates an ordering point 
such that the chance of its being 
exceeded during the time that new 
stock is on order is approximately 
once in 30 times; C, once in I0 times, 
D, once in 4 times and E, once every 
other time. With the aid of the 
calculator, the stock-control clerk’s cal- 
culations are reduced to finding the 
average number of units of a stock item 
drawn out per request and the average 
number of requests during the normal 
maximum restocking time. The cor- 
rect ordering point for any degree of 
protection can then be calculated. 

No claim is made that the calculator 
illustrated in Chart II may be gener- 
ally applied to every item in every 
business. ‘The calculator is based upon 
the number of units per request being 
approximately an exponential function 
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and the number of requests per day 
approximately following Poisson’s Law 
of Probability. To the extent to which 
movements of items in a_ business 
reasonably meet these conditions, the 
results given by the calculator will 
be sufficiently correct for practical 
operation. 

It is recognized that special con- 
ditions such as that of an item for 
which a number of requests for small 
amounts (4, 3, 6, 5, etc.) and some re- 
quests for comparatively large amounts 
(100, 500, 2,000, etc.) are received can- 
not be controlled by the use of the 
calculator. Another recognized excep- 
tion is the case of an item on which 
sudden abnormal, seasonal, or style 
demands are liable to occur. 


Summary and Conclusion 


As indicated in the text, it is neces- 
sary to know three factors in order to 
operate the new system. Two are 
used in the determination of the order- 
ing point (the size of the average 
withdrawal and the number of with- 
drawals which can be expected during 
the restocking time). The third factor 
is an estimate of the yearly rate at 
which stock will be withdrawn and is 
used to calculate the ordering amount. 

This information can be obtained in 
a number of ways without the use of 
continuous inventory records, and in 
some stockrooms such systems have 
already been established. It is beyond 
the scope of the present paper to go 
into further details on the subject. 

It is a simple matter to test the new 
method of control in any stockroom in 
which continuous inventory records 
have been kept. To make the test, a 
number of stock-inventory cards should 
be selected at random from the records 
for any year. From the information 
shown on these cards, ordering amounts 
and ordering points can be determined 
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as explained in the text. These values 
should then be introduced into corre. 
sponding cards of the following year jp 
place of the values actually used, bear. 
ing in mind that the ordering amounts 
and ordering points should be changed 
when the records indicate that such a 
change is necessary. In this way a 
new stock-record card for any item 
can be drawn up which will indicate 
the number of times out of stock, the 
number of stock reorders placed and 
the inventory under the new method, 
These figures, with those from the 
actual stock-record cards, afford a 
ready comparison between the two 
methods of operating the stockroom, 

A recent spot sampling test in a 
stockroom which has the reputation 
of being very well managed showed 
that by a routine use of the new method 
the inventory could be cut 15%, the 
number of times out of stock reduced 
20% and the number of stock reorders 
reduced 34%. 

A system which can efficiently es- 
tablish ordering points and ordering 
amounts will obviously effect many 
economies and may change methods 
at present employed. For instance, 
the manager of a stock-room, instead 
of estimating the amount of stock he 
requires for the coming week, would 
submit to the district warehouse his list 
of sales for the past week. The control 
clerk at the warehouse would by means 
of this system determine the amount of 
replacement stock needed and send the 
manager this amount. ‘The store-room 
would be fewer times out of stock and 
carry a smaller amount of stock more 
advantageously distributed. 

This system can be used in the control 
of many types of stock where staple 
goods are involved. It scientifically 
regulates inventory and out-of-stock 
conditions and, by reducing the work 
involved, cuts operating costs. 
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